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CO-ORDINATION OF THE PROFESSION 


Extraordinary General Meeting of the Commonwealth Institute of Accountants 


At an Extraordinary General Meeting of the Commonwealth Institute of Accoun- 
tants held in Melbourne, on 7 August last, the following resolution was passed as a 
Special Resolution. 


SpEcIAL RESOLUTION 


“That the proposal for amalgamation of the Commonwealth 
Institute of Accountants with the Federal Institute of 
Accountants outlined in the Circular to Members dated 
10th July, 1952, be and the same is hereby approved and the 
General Council of the Commonwealth Institute of Accoun- 
tants is hereby instructed to take all such steps as may be 
necessary to put the said proposal into effect.” 


A similar resolution was also passed by a large majority at a meeting of the 
Federal Institute of Accountants held on the same evening. 


Votes recorded at the Commonwealth Institute meeting personally and by proxy 
were as follows :— 


STATE For THE RESOLUTION AGAINST THE RESOLUTION 
Victoria .. a -_ —e Ee = sa 125 
New South Wales 2a = a - 119 
South Australia .. ‘i 230 7 a eg 5 
Queensland in a 166 “es wt de 5 
Western Australia “a 167 ii - sid 15 


Tasmania FE e 94 


Overseas .. - on 5 
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Co-ordination of the Profession—continued 

Out of a total membership of 7070, only 
3364, or 47.6%, members voted; this small 
percentage on a matter of such import- 
ance to the profession in Australia must 
be considered disappointing, but in view 
of the everwhelming affirmative vote per- 
haps it may be logical to assume that most 
of the members who abstained from voting 
considered the resolution would be carried 
irrespective of any action on their part. 


The scheme of amalgamation provides 
for registration of a new society, to be 
known as the Australian Society of Ac- 
countants, to take over the members of 
both institutes. Immediately after the 
meeting steps were taken to register the 
new society, and it is anticipated that 
before this notification appears in print 
registration will have been effected and the 
first meeting of its General Council will 
have been held. It is proposed to admit 
members of the sponsoring bodies to mem- 
bership of the new society as from 1 
January 1953, but in the meantime there 
is a considerable amount of work to be 
done by the General Council in setting up 
the administration in all States, in deter- 
mining policies, drafting by-laws, arrang- 
ing the examination syllabus, developing 
public relations, and in many other minor 
matters. Preliminary discussions between 
the representatives of both institutes were 
conducted in a most friendly and co-oper- 
ative spirit, so that the new General Coun- 
cil should get away to a good start. 


This amalgamation of the two oldest and 
largest accountancy institutes in Australia 
represents the first important step towards 
obtaining unity of the profession in this 
country, and as such must be considered 
the most important development in organi- 
zation of the profession since the first 
institute was registered in 1886. 
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The public is bewildered by the multi- 
plicity of accountancy institutes and the 
letters used to indicate status, to such an 
extent that confidence in the profession is, 
to some degree, weakened. ‘‘Unity in the 
profession is necessary to obtain public 
recognition,’ and it has come to be recog. 
nized in Australia, as in other countries, 
that the problems of the accountant in 
practice, in industry and commerce, in 
financial institutions, and in the public 
service are growing so much in importance 
that it is necessary for the profession to 
have an organization through which it may 
act and speak with one voice. Members 
should not expect to receive immediate per- 
sonal benefits from the amalgamation; 
though it will be possible in some of the 
smaller capital cities and in the provincial 
towns to increase the service to members, 
most of the benefits will be realized only 
gradually over a long period of years. The 
Councils of both institutes, and the mem- 
bers who supported the proposals, are to 
be congratulated on their long-range vision 
and in their willingness to sink individual 
identities for the ultimate benefit of the 
profession as a whole. 


The Commonwealth Institute meeting 
concluded on a happy note after the result 
of the poll had been announced when one 
member, in proposing a vote of thanks to 
the chairman, indicated that though he had 
strongly opposed the amalgamation pro- 
posals, he now proposed to be just as active 
in furthering the interests of the new 
Society as he had previously been in fur- 
thering those of the old Institute; may the 
same spirit be evinced by all members of 
both sponsoring bodies. The future of the 
Australian Society of Accountants depends 
upon its members, on the interest they dis- 
play in its various activities, and the 
manner in which they discharge their duty 
to the profession and their Society. 
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THE CAPITAL STRUCTURE OF 
AUSTRALIAN COMPANIES 


An analysis of the sources and employment of the capital of 268 companies 
registered on The Stock Exchange of Melbourne 


K. C. Krown 


(Being the Seventh Commonwealth Institute of Accountants Research Lecture in 
The University of Western Australia) 


INTRODUCTION 


This lecture is a report of an analysis of 
balance sheets issued during 1950 by 268 
companies listed on The Stock Exchange of 
Melbourne. When the members of the Re- 
search Committee of the General Council of 
the Commonwealth Institute of Accoun- 
tants invited me to join their panel of re- 
search lecturers, they suggested that I 
carry out an investigation into the sources 
and method of employment of the capital 
of Australian public companies. They fur- 
ther suggested that I should carry out an 
analysis such as that conducted by Mr. 
F. V. McGee of Sydney in 1925-6', so that 
comparisons could be made between the 
methods of business finance used then and 
now. 


These suggestions have been followed, 
and the tables accompanying this summary 
set out my findings, together with com- 
parisons with the findings of Mr. McGee 
and an American business analyst. In a 
lecture of this nature it is not possible to 
embark upon a very detailed analysis of the 
results of the investigation, and it must be 
devoted to an examination of the more im- 
portant aspects, leaving detailed studies of 
the tables to those who have special in- 
— and the time and energy to pursue 
them. 


The Nature of the Material Examined 


_ The Stock Exchange of Melbourne listed 
911 companies in its non-mining classifica- 
tion at 30 June 1950. Of these, 48 were 
finance companies and have been entirely 
excluded from this survey. Of the remain- 
ing 463, about 370 were examined and a 
final sample of 268 was selected. This rep- 


ence 


KA O7 


resents about 57% of the operating com- 
panies listed, and constitutes a sample ade- 
quate for our purpose. 

The reasons for the exclusion of so many 
balance sheets are of interest. It was de- 
cided to concentrate attention on operating 
companies, and, as a result, those holding 
companies which had a significant propor- 
tion of their capital invested in subsidiary 
companies and for which a consolidated 
balance sheet was not published were ex- 
eluded. Consequently, the holding company 
balance sheets which are included are those 
in which the proportion of capital invested 
in subsidiary companies is not so great as 
to destroy the significance for analytical 
purposes of the amount invested in oper- 
ating assets. 

The other major reason for rejection was 
the faulty classification or illogital group- 
ing of balance sheet items. In the balance 
sheet of one major company, for example, 
there appears an item ‘‘Suspense Accounts 
—£3,200,000’’; while in another, debters, 
advances, Commonwealth loans, and bank 
accounts are grouped as one item. Where 
such faulty presentation occurred, the bal- 
ance sheet was excluded from the sample 
examined. 

Method of Balance Sheet Classification 

The balance sheets examined have all 
been classified in this fashion: 

SourcgEs or Funps— 
Shareholders’ Funds— 
Paid Capital 
Retained Profits 
Outside Funds— 
Non-interest Bearing—Sundry 
Creditors 





*Australian Business Finance,’’ F. V. McGee; 


The Economic Record, November 1927. 
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Capital Structure of Aust. Companies—contd. 
Interest Bearing—Loans, De- 
bentures, ete. 
Interest Bearing—Bank Over- 
draft 


EMPLOYMENT OF F'uNDS— 
Property and Plant 
Inventories 
Debtors (Current) 

Debtors (Deferred) 

Cash at Bankers and on Hand 

Investments in Subsidiary 
panies 

Other Investments 

Intangible Assets 


Com- 


To assure comparability between the re- 
sults of this examination and that con- 
ducted by Mr. McGee, a similar classifica- 
tion to that used by him has been adopted. 
The chief variation is that Mr. McGee in- 
eluded dividends declared as a part of 
shareholders’ funds, while I have shown 
them as a sundry creditor. In the tables 
which I have based on Mr. McGee’s work I 
have taken the liberty of altering his treat- 
ment of this item. 


One other method of classification calls 
for comment. All investments, irrespective 
of their degree of liquidity, have been in- 
eluded under the heading ‘‘Investments’’ 
and have been excluded from the computa- 
tion of working capital. The investments 
which are readily realizable and which 
should possibly be taken into account when 


appraising the working capital position of 


the companies examined are not of great 
magnitude and hence could not make much 
difference to our findings. But there are 
other reasons for excluding liquid invest- 
ments from our analysis of working capi- 
tal. My purpose has been to study that 
capital which is truly ‘‘working’’; that is 
turning over in the process of earning the 
company’s revenue. When funds are in- 
vested in, say, Commonwealth bonds, they 
are withdrawn from this flow of capital 
and do not truly form part of the working 
capital of the company. Furthermore, the 
intention of the directors of the company 
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is of importance in this connexion, and it 
is impossible by examining the balance 
sheet to say whether an investment of 
funds in a liquid asset is a temporary in- 
vestment of surplus working capital or 
whether it is the investment of a fund 
created, for example, for the replacement 
of certain of the assets of the company. 
Consequently, these reasons make it desir- 
able to include all investments under the 
one classification and to exclude even 
readily-realizable securities from the caleu- 
lation of the working capital. 
Classification of Companies 

The classification adopted by Mr. McGee 
has been followed fairly closely so that 
comparisons could be made, but the chang- 
ing character of Australian industry has 
necessitated some alteration. Automobiles 
and automobile parts, electrical and com- 
munications equipment, and plastics and 
glass are among those industries which now 
warrant a separate classification where pre- 
viously they did not exist or were included 
with other items. 

Difficulty was experienced in classifying 
those companies which carry out a variety 
of functions. Some manufacturers are also 
wholesalers and even retailers, while some 
department stores also carry on manufae- 
ture. In all cases, the major activity was 
used to determine the classification. 

The Objects of the Investigation 

The purpose of the investigation can be 
stated as :— 

(a) To ascertain from what sources 
Australian companies obtain the capital 
necessary for their operations. 

(b) To find in which ways this capital is 
employed. 

(ec) To determine, if possible, whether 
there is a standard ‘‘ working capital ratio” 
for each type of business activity and if the 
conventional ‘‘two-to-one’’ rule has any 
validity. 

(d) To make comparisons of the above 
((a) te (e)) with the results of the 1925-6 
investigation and relevant material from 
other sources. 


RESULTS OF THE SURVEY 


The results of the analysis are contained 
in fourteen tables, which are presented 
with this synopsis. The contents of each 
table are :— 


Taste No. 1.—A percentage analysis of 
the sources and employment of the capital 
of companies in 1925-6. This is adapted 
from ‘‘Australian Business Finance,’’ by 
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Capital Structure of Aust. Companies—contd. 
F. V. MeGee, which was published in The 
Economic Record for November 1927. 

TaBLeE No. 2.—A percentage analysis of 
the capital sources of Australian companies 
in 1950, showing the position in each indus- 
try or trade. 

TaBLE No. 3.—A percentage analysis of 
the capital sources of Australian companies 
in 1925-6. This analysis is based on the in- 
formation eontained in ‘‘ Australian Busi- 
ness Finance,’’ F. V. McGee. 

TaBLeE No. 4.—A summary, in units of 
£1000, of the capital sources of Australian 
companies in 1950, showing the details of 
each industry and trade. 

TaBLE No. 5.—A summary, in units of 
£1000, of the capital sources of Australian 
companies in 1925-6. 

Taste No. 6.—A summary, in units of 
£1000, of the method of employment of the 
capital in each industry or trade in 1950. 

Taste No. 7—A summary, in units of 
£1000, of the method of employment of the 
capital in each industry or trade in 1925-6. 

TaBLe No. 8.—A percentage analysis of 
the information contained in Table No. 6. 

TaBLE No. 9.—A percentage analysis of 
the information contained in Table No. 7. 

TaBLE No. 10.—The working capital of 
Australian companies in 1950. 

TaBLE No. 11.—Typical working capital 
ratios in American businesses. This infor- 
mation is obtained from Practical Finan- 
cial Statement Analysis, Roy A. Foulke, 
McGraw-Hill Book Company Ine. 


Sources of Capital 


Over the whole range of our sample 
(Table No. 2), 61% of funds used are 


obtained from shareholders—38% from 
contributed capital and 23% from retained 
profits. The different types of activity, 
however, show considerable variation : 52% 
trade and commerce, 62% manufacturing, 
and 73% miscellaneous. Similarly, the 
amounts of contributed capital and re- 
tained profits differ from group to group. 
The trade and commerce group obtained 
31% of their funds from capital contri- 
butions, while in the miscellaneous group 
the figure is 38%, and in manufacturing it 
is 41%, 

These figures are rather what one would 
expect, because businesses, as a general 
rule, should obtain more than one half of 
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total capital from proprietors. Further- 
more, in the manufacturing group, which 
would require a higher investment in fixed 
assets than the other categories, the amount 
of contributed capital is higher. 

Within the groups (Table No. 2) the 
variation is considerable, the range of per- 
centages being as follows: 

Paid 
Capital 
17%-73% 


Retained 
Profits 


5%-39% 


17%-29% 
10%-54% 


Total 
35%-81% 


26%-41% 45%-63% 
13%-61% 57%-81% 


The lowest percentages for contribution 
of capital are insurance 13% and automo- 
biles and automobile parts 17%. In the 
ease of the insurance companies, a very 
large portion of total funds is obtained 
from retained profits. The explanation of 
the low contribution from shareholders in 
automobile and automobile parts manufac- 
turing is not so apparent. The table shows 
that these companies obtain 45% of total 
funds from non-interest bearing creditors, 
and it is just possible that these amounts 
include long-term accounts with overseas 
principals and affiliates. If this is not the 
case it would seem as though these com- 
panies are relying very greatly on the 
forbearance of their creditors. 


The amount of retained profits is evi- 
dence of the policy of directors to finance 
expansion from within the companies. The 
lowest companies are gas 5%, printing and 
cartons 7%, and timber and paper 8%. In 
the latter groups, the youth of the com- 
panies concerned is a possible explanation 
of the relatively small amounts; while in 
the case of the gas companies the explana- 
tion may lie in the fact that most of them 
are serving a fairly rigidly defined area 
and expansion is not a very important fac- 
tor, and possibly, too, that in recent years 
the gas industry has not been very profit- 
able. 


Comparison of these figures with com- 
parable ones in the 1925-6 survey (Table 
No. 1) produces evidence of some interest- 
ing changes. Overall, Australian companies 
now procure 4% less of their total funds 
from shareholders. In the important and 
greatly expanded manufacturing section, 
the change has been of the order of 10% 
(72% in 1925-6 and 62% in 1950). 


Manufacturing 

Tr-de and 
commerce 

Miscellaneous 
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Capital Structure of Aust. Companies—contd. 
These changes have been accompanied by 
considerable increases in the amount of 
funds obtained from trade creditors and 
bankers and a marked reduction in the 
amounts obtained from fixed-term loans 
such as mortgages and debentures. In 
1925-6, 16% of total funds came from trade 
creditors, while in 1950 28% were so 
obtained. In the same period, fixed-term 
creditors dropped from 15% to 3%, and 
bank overdrafts increased from 2% to 6%. 


In my opinion, these changes reflect, in 
large measure, the efforts of company 
managements to cope with the impact of 
rising prices on their company finances. It 
would seem that the increasing cost of 
stocks has been financed by leaning rather 
heavily on trade creditors and bankers. 
Such a method of finance is perfectly cor- 
rect so long as business remains buoyant, 
but it increases the vulnerability of the 
companies to sudden economic shocks. This 
theme will be developed further when we 
come to examine the present working capi- 
tal position of companies. 


Employment of Funds 


The funds of the companies we are 
studying are employed mostly in property, 
plant, inventories, and debtors (Table No. 
6). Of all the companies studied, 36% of 
funds are invested in property and plant, 
27% in inventories, and 15% in debtors. 
The majer groups differ considerably: the 
manufacturing companies employ 41% of 
their funds in property and plant, while in 
trade and commerce only 22% are so em- 
ployed. This variation is to be expected, 
but it is of interest to see that the manu- 
facturing companies employ more funds in 
inventories than do those in the trade and 
commerce group. This is surprising, and 
one possible explanation is that with the 
difficult conditions of supply in recent 
years the manufacturing companies have 
been forced to stockpile raw materials so 
that continuity of manufacture is assured. 
Some evidence of this can be seen when 
the percentage of capital invested in in- 
ventories in 1950 is compared with that of 
1925-6. In the earlier year, the trade and 
commerce group had a greater investment 
in this item than did the manufacturing 


group. 
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Of the other asset groups, investments 
(other than in subsidiary companies) ab- 
sorb about 10% of total funds employed, 
and cash about 4%. 


Comparison with the figures for 1925-6 
(Table No. 7) reveals some very interesting 
changes. There has been a marked reduc. 
tion in the proportion of funds invested in 
property and plant, and an equally pro- 
nounced upward swing in the amount in- 
vested in inventories. Reference to Tables 
Nos. 6 and 7 will show that the average 
amount per company of funds invested in 
inventories in 1950 and in 1925-6 (ex- 
pressed in £1000 units) is as follows: 

1950 1925-6 
542 90 
Trade and commerce .. 684 152 
Miscellaneous .. a _ 98 50 


Manufacturing 


This is undoubtedly a change of the 
utmost significance, reflecting not only the 
stockpiling which is at present a necessary 
part of most business activity, but also the 
effect of inflation upon this important 
asset. It is unfortunate that sufficient in- 
formation is not available to enable a com- 
parison to be made between the two periods 
studied of— 


(a) the actual physical volume of the 
stock; and 


(b) the rate at which the stock is 
turned over. 


It is fairly certain, however, that in 1950 
a greater physical volume as well as a 
greater monetary investment in stocks was 
necessary to maintain a given sales turn- 
over than was the case in 1925-6. 


It will be appreciated that to a certain 
extent this change indicates a greater vul- 
nerability on the part of companies to 
economic rescission. In times of stress, 
stocks do not always constitute a fund out 
of which creditors can be readily paid. 
Very often considerable losses must be in- 
curred if the sale is a forced one. This in- 
crease in investment in stocks, coupled with 
the increased dependence on short-term 
finance commented upon above, reflects, in 
my opinion, an unhealthy development in 
Australian business finance. Reference to 
Tables Nos. 8 and 9 will show the effect of 
this development on certain individual in- 
dustries. A selection is of interest : 
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Capital Structure of Aust. Companies—contd. 
PERCENTAGE OF TOTAL FUNDS 


INVESTED IN INVENTORIES 
1950 1925-6 
Manufacturing— 
Engineering 
Clothing 
Foodstuffs 
Miscellaneous 


28.94 
30.90 
14.44 
21.42 


43.6 
45.8 
21.6 
36.2 


Trade and commerce— 
Wholesale 
Retail <“ as “* 
Wool, grain, and produce 


40.2 
41.4 
10.4 


41.69 
31.30 
5.59 


Niscellaneous— 


Newspapers 19.5 9.05 


For the same industries, reference to 
Tables Nos. 2 and 3 will show how short- 
term liabilities (trade creditors and bank 
overdraft) have been expanded to finance 
the above increases. 

PERCENTAGE OF TOTAL FUNDS 
OBTAINED FROM SHORT-TERM CREDITORS 


1925-6 (Total 
Outside Funds) 


1950 


Manufacturing— 
Engineering 
Clothing 
Foodstuffs 
Miscellaneous 


24.30 
28.35 
25.57 
17.04 


32.9 
35.3 
39.8 
31.4 


Trade and commerce— 
Wholesale ~ 39.7 
Retail i at 33.1 
Wool, grain, and 

produce 


33.26 
31.67 


49.5 53.38 


Miscellaneous— 
Newspapers 20.3 17.73 

Unfortunately, the figures for 1925-6 do 
not permit of a segregation of bank over- 
drafts and interest-bearing loans. Conse- 
quently the total liabilities in 1925-6 have 
been compared with the current liabilities 
for 1950. It will be seen that in most of 
the above examples the percentage of funds 
obtained from short-term creditors in 1950 
exceeds the percentage of total funds 
obtained from external sources in 1925-6. 


It can only be further stressed that so 
long as business conditions remain buoyant 
the above factors will not operate to the 
detriment of the companies concerned. A 
rescission, however, might find heavy losses 
being incurred through the forced liquida- 
tion of inventories to meet the demands of 
current creditors. 
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Working Capital Position 

For long it has been thought that to have 
a healthy current financial condition a 
business should have £2 of current assets 
for every £1 of current liabilities. This be- 
lief has been so well entrenched that it 
could almost be described as the ‘‘golden 
rule’’ of business finance. In recent years, 
thoughtful writers have rightly pointed out 
that a general rule of this nature is not of 
much help, as businesses vary tremendously 
in their working capital requirements, and 
‘*two-to-one’’ might be highly satisfactory 
in one business and most unhealthy in 
another. In general, it can be said that a 
business with a slow stock turnover and a 
lengthy period for collection of debts 
will require a greater working capital ratio 
than one with a rapid turnover of stocks 
coupled with either cash sales or short-term 
debts. At these factors vary tremen- 
dously from business to business, so, too, 
should the desirable working capital ratio. 

Consequently, it is surprising to learn, in 
a recent book by Mr. Roy A. Foulke, who 
is Vice-President of Dun & Bradstreet, 
Ine., of New York, and as such is one of 
the world’s most experienced business 
analysts, that he considers a working eapi- 
tal ratio of at least two-to-one to be neces- 
sary for good financial health.” 

Table No. 11 sets out average ratios for 
selected lines of business taken from Mr. 
Foulke’s book. It will be noted that all but 
two of this sample are greater than two-to- 
one, and even these exceptions are close to 
that figure. 

Reference to Table No. 10 will show that 
most Australian companies in 1950 have a 
working capital ratio considerably less than 
this supposedly desirable figure. If Mr. 
Foulke’s contention is correct, we can only 
conclude that in 1950 the finances of most 
companies were strained and, in the short- 
term at least, were unstable. Before hasten- 
ing to this conclusion, however, it will be as 
well to see what change has occurred since 
1925-6. The information given m Mr. 
MeGee’s article is such that we cannot 
calculate working capital ratios for the 
various categories of companies, and must 
content ourselves with a comparison of the 
position shown for the three major sub- 
divisions. 





* Practical Financial Statement Analysis, Roy A. 





Foulke, McGraw-Hill Book Company Ine., p. 196. 
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Capital Structure of Aust. Companies—contd. 
WORKING CAPITAL RATIOS 


Current Current 
Assets Liabilities Ratio 
(in £100,000 units) 


Classification 


Manufacturing— 
1925-6 
1950 


Trade and commerce— 
1925-6 
1950 
Miscellaneous— 
1925-6 .. ity 69 52 1.32 
1950 136 141 .96 


2.06 
1.41 


206 
1064 


426 
1510 


1.75 
1.31 


265 
493 


467 
650 


In each case there has been a marked de- 
terioration in the ratio, indicating that the 
working capital position of Australian com- 
panies is not as healthy in 1950 as it was in 
1925-6. 

We have already noted the great increase 
in investment in stocks since 1925-6, and 
as this item is the least liquid of all the 
current assets it would seem that the short- 
term stability of the companies in our 
sample has been seriously impaired. As a 
further test of this, we will apply a ratio 
known in American accounting circles as 
the ‘‘acid test’’—that is the ratio of cur- 
rent assets less stocks to current liabilities. 
Again, because of the lack of information, 
this test can only be applied to the total 
figures of the three main subdivisions. 


Current 
Assets 
less 

Stocks 
(in £100,000 units) 


Current 


Classification Liabilities Ratio 


Manufacturing— 


1925-6 
1950 


206 1.11 
1064 48 


229 
511 
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Current 
Assets 
less 
Stocks 
(in £100,000 units) 


Trade and commerce— 
1925-6 
1950 
Miscellaneous— 


1925-6 .. oe 40 52 
1950 ie oe 96 141 


Current 


Classification Liabilities Ratio 


260 
354 


265 
493 


This test further emphasizes the deteri- 
oration in the working capital position and 
highlights the strain placed on the finances 
of manufacturing companies by the neces- 
sity to stockpile expensive materials. 


As was outlined above, investments, 
irrespective of their degree of liquidity, 
have been excluded from the computation 
of working capital. The information given 
in most balance sheets does not allow of an 
accurate segregation of investments into 
readily-realizable and non-liquid groups. 
Consequently, we cannot, with any cer- 
tainty, say which of the securities and 
shares are available, at reasonably short 
notice, to meet the demands of creditors. 
In any event, as 166 of the 268 companies 
have bank overdrafts, it is unlikely that 
many of them have investments which 
could be realized at short notice. This is 
particularly the case in the important 
manufacturing classification, where no less 
than 129 out of 184 companies are oper- 
ating on bank overdrafts. It is reasonable 
to conclude, therefore, that in most cate- 
gories the capital employed in investments 
is not likely to provide a fund out of which 
ereditors could be readily paid. 


CONCLUSIONS 


As a result of this survey it can be 
stated :— 


(b) In certain types of company, notably 
in the manufacturing group, the working 
capital position is not sound in that large 


(a) The capital structure of most com- 
panies is sound in that the majority of the 
capital employed is obtained from share- 
holders and that the long-term or fixed 
assets are financed from shareholders’ con- 
tributions and retained profits. Further- 
more, the amount of total capital repre- 
sented by retained profits indicates that 
most companies follow a fairly conserva- 
tive dividend policy and endeavour to 
finance expansion from within the re- 
sources of the company. 


inventories are being financed from short- 
term creditors. In these cases, it would 
seem that recourse should be had to fixed- 
term, interest-bearing sources for at least 
part of the finance required for large in- 
ventories. 


(c) The ‘‘two-to-one’’ rule for working 
capital is not observed by the majority of 
Australian companies, but it is impossible, 
from this survey, to say whether this is the 
result of deliberate financial policy or is 4 
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Capital Structure of Aust. Companies—contd. 


sign of present weakness caused by the im- 
pact of inflation and difficulties in the sup- 
ply of materials. Definite conclusions on 
this point must await a survey of the 
trends over a fairly long term of years. 

In conclusion, it should be emphasized 
that this lecture has dealt only with the 
most important points which have emerged 
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from the survey, and that detailed studies 
of the tables must be left to those who have 
interests in special industries or trades. 

Finally, I must acknowledge the help 
given by The Stock Exchange of Melbourne 
in making their files of balance sheets avail- 
able to me. Without that help this survey 
would not have been possible. 


TABLE No. 1 


THE CAPITAL STRUCTURE OF AUSTRALIAN COMPANIES IN 1925-6 
A PERCENTAGE ANALYSIS 


Number of companies 


SHAREHOLDERS’ Funps— 
Paid-up capital i wi ion 
Undistributed profits and reserves 


Total shareholders’ funds 


OuTSIDE Funps— 


Non-interest bearing 
Loans ete. .. 
Bank overdraft 


Total outside funds 


Total funds employed 


EMPLOYMENT OF FunDs— 
Property and plant .. 
Inventories - 
Debtors—current 
Advances 
Cash 
Investments 
Intangible 


Total funds applied 


Manufac- 


Miscel- 
laneous 


Trade and 
Commerce 


136 58 


turing 


219 














— DO 
CO o> bo 
Ol bo © 








we | 99 00 bo 


~l] 
ol 


He 








100.00 











Adapted from ‘‘ Australian Business Finance,’’ F. V. McGee; The Economic Record, November 
7. 
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Capital Structure of Aust. Companies—contd. 
TABLE No. 2 


THE CAPITAL STRUCTURE OF AUSTRALIAN COMPANIES IN 1950 
A PERCENTAGE ANALYSIS OF SOURCES OF FUNDS 


SHAREHOLDERS’ FUNDS OUTSIDE FuNDS 
No. Paid-up Retained Total Non-int. Loans Bank 
Capital Profits Bearing 
MANUFACTURING— 
Engineering .. 19 f 3.7 65.2 18.2 19 14.7 
Automobiles and auto 
ee : r 35.2 45.5 ; 17.4 
Electrical and com- 
munications 
equipment ; “ i 48.0 
Clothing and clothing 
materials ra 
Timber and paper .. 
Chemicals, drugs, and 
fertilizers .. 
Printing and cartons 
Plastics and glass 
Gas... a 
Rubber 
Breweries .. 
Foodstuffs on 
Bricks, tiles, and 
cement 
Other building mater- 
ials 
Miscellaneous 


—_ 
oe 
Ww 


60. 8 


1.5 


) 
Oe 


o— 
— 
nD 


uo) 


he CO 
oro 


76.4 


Ts 
_ CHNPo 
WHOM AR Op 


NOOR Sop 
os 


SC CH#PRwWHOWO Op 


OO m 0100 WO ono 
CO oo H C109 AD 


bo 
~ 


or 
bo 


t 
io 6) 
oy 


Total manufacturing .. 184 


TRADE AND COMMERCE— 
Wholesale .. .. .. 10 
Retail * ae 
Wool, grain, and pro- 

duce it ck ee 


Total Trade and Com- 
merce .. . 


os 
eo 
for) 


; 


MIscELLANEOUS— 

Taxi cabs .. 

Insurance .. 

Shipping 

Newspapers i 

Hotels and caterers .. 

Carriers (air and 
road) .. 


76.7 
67.9 
81.7 
75.0 


$0.3 


or = Oo 
mM DS co bo 
S© O10 bo Go 


| 

© OMOUNSD- | 
= so 
oie OWws=) 


57. 


pe 
og 
i) 


Total miscellaneous .. 38.84 . 73.46 


Ee 38.70 ; 61. 49 


(Continued on page 295) 
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Capital Structure of Aust. Companies—contd. 
TABLE No. 3 


THE CAPITAL STRUCTURE OF AUSTRALIAN COMPANIES IN 1925-64 
A PERCENTAGE ANALYSIS OF SOURCES OF FUNDS 
GROUPS SHAREHOLDERS’ FuNDS OUTSIDE FuNDS 


Paid-up Undistributed Total Non-int. Int. 
Capital Profits Bearing Bearing 


MANUFACTURING 
Foodstuffs .. .. .. 54.89 19.51 j 13.97 11.60 
Intermediate products* 66.55 17.95 4.5 9.04 6.42 
Clothing materials .. 58.28 13.34 62 13.56 14.79 
Furnishings ea. ee 15.69 A6 12.34 13.18 
Engineering os Ce 15.11 75.6§ 16.11 8.19 
Iron and steel works .. 40.28 36.24 76.5% 8.32 15.14 
Gas works .. .. .. 51.76 13.85 55.6 4.81 29.52 
Electricity production , 28.91 : . 34.67 
Hydraulic power ca 93 35.75 93. _ 5.31 
Miscellaneous a Ws 12.73 2. 5! 9.49 


Manufacturing—Total .. 55. 19.65 5.1: .68 14.90 


TRADE AND COMMERCE— 
Wholesale .. .. .. 13.76 72 13.64 
ot ee 13.90 8. 13.88 
Grain, wool, and pro- 
duce brokers i 15.7) 5.6% 30.83 
General produce brokers 4.31 95 43.97 


Total eS Oe ae of. 20.9 22.46 


MIscELLANEOUS— 
Hotels and caterers .. 65.05 
Shipping— 
Interstate .- «- 89083 
Coastal io «as wa Meee 
Ferry — Ale 
Railways c- te on Soe 
Tramway we. as aoa 
Carriers os «oe aa -e 
Taxicabs wet a oe 
Newspapers .. .. .. 67.11 
Amusements <« oc eee 
Sundries 3 <«- ss Seen 


Total oc «ae . oe oan 


* “Intermediate products’’ subdivision consists of coke, firebricks, cement, timber, leather, oils, 
Pp ’ 
rubber, and rope. 





“Based on ‘‘ Australian Business Finance,’’ F. V. MeGee; The Economic Record, November 1927. 
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Capital Structure of Aust. Companies—contd. 
TABLE No. 5 


THE CAPITAL STRUCTURE OF AUSTRALIAN COMPANIES IN 1925-65 
ANALYSIS OF SOURCES OF FUNDS 
(In £1000 units) 
GROUPS No. SHAREHOLDERS’ FUNDS OvuTSIDE FunDs 
Paid-up Undis. Total Non-int. Int. Total 
Cap. Profs. Bearing Bearing 
MANUFACTURING— 
Foodstuffs .. .. 28,342 10,078 38,420 7,220 5,990 13,210 
Intermediate pro- 
OO as xs 12,058 3,251 15,309 1,637 1,163 
Clothing materials 4,390 1,005 5,395 1,022 1,115 
Furnishings ate 700 187 887 147 157 
Engineering Bs 4415 1,101 5,516 1,174 597 
Iron and _ steel 
works .. .. 4,218 3,793 8,011 871 1,586 
Gas works .. .. 10,486 2,802 13,288 974 5,974 
Electricity produc- 
tion ae 5,513 3,350 7,863 861 2,859 
Hydraulic power. . 120 74 194 2 11 
Miscellaneous i ae 4,446 806 5,252 478 601 








Manufacturing— 
Total .. .. 219 174,688 26,447 101,135 14,386 20,053 34,439 
em cnn com ee 
TRADE AND COMMERCE— 
Wholesale .. .. 17 7,116 1,848 8,964 2,636 1,833 4,469 
Retail .. .. .. 86 20,850 5,316 26,166 6,767 5,308 12,075 
Grain, wool, and 
produce brokers 27 14,133 7,426 21,559 11,132 14,567 25,699 
General produce 
brokers .. .. 6 998 106 =1,104 271 1,080 1,351 


Awv,tive 





Total -» «+ «+ 1386 43,097 14,696 57,793 20,806 22,788 43,594 101,387 





ea,Vid 


MIscELLANEOUS— 
Hotels and caterers 18 2,278 457 2,735 263 503 766 3,501 
Shipping— 

Interstate 

Coastal 

Ferry 
Railways 
Tramway 
Carriers 
Taxicabs 
Newspapers .. 
Amusements 
Sundries 


5,191 2,888 8,079 1,985 148 2,133 10,212 
1621 547 2,168 321 — 321 2,489 
1,219 206 1,425 63 18 81 1,506 
800 84 884 122 398 520 1,404 
1,696 1,256 450 3,554 4,004 6,956 
368 298 211 204 415 1,081 
523 = 106 629 97 65 162 791 
3,188 720 446 396 842 
141 18 t 5 40 45 
830 8130 112 64 176 





on 
zs | COR COP Re DP OD > 


Total 17,855 6,710 24,565 4,075 5,390 9,465 


oe ee ee 
*“Intermediate products’’ subdivision consists of coke, firebricks, cement, timber, leather, oils, 
rubber, and rope. 





ian eet from ‘‘ Australian Business Finance,’’ F. V. McGee; The Economic Record, November 
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Capital Structure of Aust. Companies—contd. 


TABLE No. 7 


THE CAPITAL STRUCTURE OF AUSTRALIAN COMPANIES IN 1925-6° 
NATURE OF ASSETS HELD 
(In £1000 units) 





Group Propty. Stocks Book Invest- Cash Ad- Intan- Total 
and and Debts ments in vances gibles 
Plant Stores 


MANUFACTURING— 
Foodstuffs .. . 26,565 7,440 10,366 2,308 2,3: 8 Py 51,630 
Intermediate products 3* 8,140 4,092 2,752 1,514 os y é 18,109 
Clothing materials .. 3,225 2,328 857 591 31! 7,532 
Furnishings a rath 260 235 572 26 ‘ 1,191 
Engineering . .. 3,693 2,109 1,016 210 } : 7,287 
Iron and steel works « toa 799 968 565 10,468 
Gas works .. .. .. 17,589 974 893 i 20,236 
Electricity production 9,708 345 408 : 11,583 
Hydraulic power be 166 10 § f 207 
Miscellaneous -- « 3,019 1,356 890 2% 8 50 6,331 





Total—manufacturing .. 79,906 19,688 
TRADE AND COMMERCE— 
Wholesale .. .. .. 2,660 5,600 3,66: 3: 
ee ss oe ae fp Ee See 3 1,020 
Grain, wool, and pro- 
duce brokers ef 2,639 j 3 3,28322,065 47,258 
General produce brokers 516 24 2,455 





Total & ae ae 945 20,727 ; 559 4,460 22.350 3,859 101,387 


— 7 . —— 





MIScELLANEOUS— 
Hotels and caterers .. 98 70 3,501 
Shipping— 
Interstate ~-» «- 9,940 209 179 10,212 
ieee 109 2,489 
Ferry Ge a az 7 — 1,506 
Railways s «. ec soe 7 42 1,404 
Tramway .. .. .. 5,585 336 = 58 19 — — 6,956 
Carriers oe a 306 2: 360 37 7 1,081 
Taxicabs a. a 671 23 13 14 5 791 
Newspapers... .. .. 2,184 2s 792 103. — 855 4,750 
Amusements ve “Ws 173 . ~- 5 3 — 204 
Sundries ad@ ane “ik 526 136 é 111 50 275 1,136 


Total ae a : 8,308 3, 69 19 1,427 34,030 








*“*TIntermediate products’’ subdivision consists of coke, firebricks, cement, timber, leather, oils, 
rubber, and rope. 





ee from ‘‘ Australian Business Finance,’’ F. V. McGee; The Economic Record, November 


of. 


& VOU PePOVU UO reury Mo 





300 The Australian Acceuntant September, 1952 


Capital Structure of Aust. Companies—contd. 
TABLE No. 8 


THE CAPITAL STRUCTURE OF AUSTRALIAN COMPANIES IN 1950 
A PERCENTAGE ANALYSIS OF ASSETS HELD 


No. Prop. Inven- DEBTORS Cash INVESTMENTS Intan- 
and tories Curr. Defrd. Subs. Other gibles 
Plant 


MANUFACTURING— 


Engineering 

Automobiles and auto 
parts . : 

Electrical and com- 
munications 
equipment ; 

Clothing and clothing 
materials - 

Timber and paper .. 

Chemicals, drugs, and 
fertilizers .. ; 

Printing and cartons 

Plastics and glass .. 

Gas .. 

Rubber 

Breweries 

Foodstuffs me 

Bricks, © tiles, and 
cement 

Other building mat- 
erials ae ? 36.5 

Miscellaneous .. .. : 3. 36.2 


30.3 43.6 ' f ; . 17 


— 
wo 


> 
o 


22.4 54.4 


_— 
— 


~] 


os 


19.3 42.3 


33.4 45.8 
55.7 19.9 


he CO 
oor 


41.0 


30.9 
27.2 


No Wa fb 


cae 
of 


“Ico ao 
bo e DO 


CO bo 
SES 
ono 


| | 


| 


52.3 
6.4 
21.6 


-_ 
—) 


CO Hm O10 CO O11 
bo > 
noe x 


O1 Or bo 
ee He OT 


to bo 
S Oo , 
o> Orie 


t 


for) 
Ned 
bo 


26.9 


~ 


Or w 
go oo 
om 


Total manufacturing .. ; 31.33 


TRADE AND CoMMERCE— 
Wholesale Be Oty : 40.2 
Retail ee eas) gene f 41.4 
Wool, grain, and pro- 
SS ru re te : . 10.4 
Total trade and com- 
merce 


r 
Oo 
bh 
jew) 
a 


| 


MIScELLANEOUS— 

Taxi Cabs 

Insurance 

Shipping .. 

Newspapers ‘ 

Hotels and caterers. 

Carriers (air and 
road) 


me on dS 
_ BaOn 
WNDwn 


"a 
or 


Total miscellaneous 


C= 
wie owe oes) Bork — | 


TOTAL 


bo 
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@ 
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Capital Structure of Aust. Companies—contd. 
TABLE No. 9 


THE CAPITAL STRUCTURE OF AUSTRALIAN COMPANIES IN 1925-67 
A PERCENTAGE ANALYSIS OF ASSETS HELD 
Group Propy. Stocks Book Invest- Cashin Ad- Intan- 


and and Debts ments Bank vances gibles 
Plant Stores 


MANUFACTURING— 
Foodstuffs .. .. .. 5151 1444 
Intermediate products 44.95 22.60 
Clothing materials... 42.81 30.90 
Furnishings vs -« Be ee 
Engineering bie Adan 50.68 28.94 
Iron and steel works .. 72.04 7.63 
G8 WOTKB. «<tc. (ie 86.89 4.83 
Electricity production 83.81 2.98 
Hydraulic power .. 80.18 4.83 
Miscellaneous « so ae Bisa 


74 
4.48 
15 


04 


S? BS OVS DO SI GO 


oN 6 tt 2 Oe to ip 
IDM DDWUADSD 


Total—manufacturing .. 59.37 


TRADE AND COMMERCE— 


Wholesale 

Retail sii aioe 

Grain, wool, and pro- 
duce brokers 

General produce bro- 
kers 


Total 


MIscELLANEOUS— 


Hotels and caterers 
Shipping— 
Interstate 
Coastal 
Ferry 
Railways 
Tramway 
Carriers 
Taxicabs 
Newspapers .. 
Amusements 
Sundries 


bo Oo oO 


_ 
em 
So 
ws) 


Total 


| 





*Based on ‘‘ Australian Business Finance,’’ F. V. McGee; The Economic Record, November 1927. 
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Capital Structure of Aust. Companies—contd. 
TABLE No. 10 
THE WORKING CAPITAL OF AUSTRALIAN COMPANIES IN 1950 
No. WorkKING CaAPIPAL RATIO 
of Average of Range in Group 
MANUFACTURING— Companies Group 
Engineering 8 oe | Mae eas 19 1.95 1.00 3.42 
Automobiles and auto parts ae 11 1.15 
Electrical and communications i 
ment ' 
Clothing and clothing materials 
Timber and paper .. . 
Chemicals, drugs, and fertilize ee 
Printing and cartons 
Plastics and glass 
Gas 
Rubber 
Breweries 
Foodstuffs — 
Bricks, tiles, and cement . 
Other building materials .. 
Miscellaneous = 
TRADE AND ComMERCE— 
SB a ee De ee 1.51 85 
Retail ... ae ae 1.62 65 
Wool, grain, and ‘produce ce. ae | a ‘ Not calculated because of 
doubtful classification 


1.47 
1.74 
1.61 
2.58 
2.89 
1.58 
1.27 
1.83 

.80 


m= OO 


bo 
On") 0 & OI00 UU UN oIs=) 


1.37 a 
1.82 28 
1.73 71 


bo 


MIscELLANEOUS— 
Taxi Cabs 
Insurance 
Shipping 
Newspapers a (ee 
Hotels and Caterers .. 
Carriers (air and road) 


16 


29 
87 
.09 
19) 


CVOwmugn- 


TABLE No. 11 
TYPICAL WORKING CAPITAL RATIOS IN AMERICAN BUSINESSES‘ 
The following is the result of analysis of balance sheets for the years 1940-1944. 
The figures are the number of times the current assets exceed the current liabilities, 
and are averages of the ratios of the five years included in the survey. 


MANUFACTURERS— Ratio 
Automobile parts and accessories .. we _ - st 2.13 
Breweries na ag oa 2 - - +. s 1.84 
Chemicals oi pr sg ae ~ * ai 2.58 
Clothing—men’s and boys’ - ee a os ce ie 2.63 
Dresses—silk, rayon, and acetate .. 54 is oes si 2.10 
Electrical parts and supplies ‘ 2.21 
Fruits and vegetables—canners .. ‘ra ai 4 =f 1.78 
Hardware and tools .. is a se cs ee i 2.08 
Machinery, Industrial i - Aas = a as 2.14 
Paper .. at ni am ia igs - = = 2.73 
Cartons ; a me = a ee _ < 2.78 
Printers, Job . ae ma re i Dy “ ae 2.68 





* Adapted from Practical Financial Statement Analysis, Roy A. Foulke, McGraw-Hill Book 
Company Ine. 
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Capital Structure of Aust. Companies—contd. 


TABLE No. 11—continued 
W HOLESALERS— 


Automobile parts and accessories .. 


Drugs .. os ot 

Dry goods... ne va 
Electrical parts and supplies 
Hardware i 
Lumber 

Women’s wear 


RETAILERS— 


Clothing—instalment selling 
Department stores 

Lumber ba F 
Women’s specialty shops 


The Australian Accountant 


THE CLEARING HOUSE 


PROFITS ARISING FROM THE REVALUATION OF ASSETS 


A few notes of mine which appeared 
under this heading in the August 1951 
issue of this journal were written during 
a moment of enthusiasm on hearing that 
“The Clearing House’’ was to become a 
feature of The Australian Accountant. 

After a period of nine months, not only 
one, but two happy events have occurred 
in that ‘‘Deb’’ of Brisbane and R. N. 
Elliott of Toowoomba have each produced 
an article (May 1952) to help and/or hin- 
der young bookkeepers in tackling the 
question of revaluation of assets. Admit- 
tedly, I find myself in a similar position 
to that of Mr. Browning who, on one occa- 
sion, was asked to explain a particular 
passage in one of his poems. He replied 
by saying that when the lines were written 
both God and Robert Browning knew their 
meaning — now, God alone knows. Never- 
theless the efforts of Messrs. D. and E. 
must be suitably acknowledged. 

The question under fire is this: Should 
a company work from the cost price of the 
asset or the depreciated balance sheet figure 
as a starting point for the revaluation 
calculation? ‘‘Deb’’ assures us in the 
second paragraph of his article that ‘‘the 
balance sheet figure is the valuation,’’ to 
which we say ‘‘too true, brother.’’ As the 
balance sheet figure may appear as ‘‘at 
cost,’’ ‘‘at cost less provision for depre- 
ciation,’’ ‘‘at cost less depreciation written 


off,’’ ‘‘at valuation’’ and so on — we are 
still in the dark. However, ‘‘Deb’’ did go 
on to say that, in his opinion, ‘‘the depre- 
ciated value’’ is the starting point. I can’t 
agree with him for the reason outlined 
later. Before leaving him I suggest that 
he should read again what he calls ‘‘a large 
ink blot’’ in the August 1951 question. It 
is a prohibition against any person intro- 
ducing s.59 (2) into the problem, for the 
very sound reason that the sub-section 
deals with the ‘‘depreciated value’’ of 
assets —-even if they have been disposed 
of, lost or destroyed. 

With Mr. Elliott I agree wholeheartedly. 
His admirable line of waffle is commended. 
The nail is hit squarely on the head when 
he says ‘‘the important point is the restric- 
tion of the revaluation profits to capital 
value appreciation. . . . Hence the theo- 
retical prudence or working from cost price 
and not the depreciated value.’’ Also the 
fact that the Provision for Depreciation 
remains at the same figure after revalua- 
tion simplifies the problem. 

The compliment from Mr. E. in referring 
to me as an ‘‘Empire-builder’’ is quite 
undeserved as I hold the opinion that the 
Hon. Gent. from the Red Soil Country is 
likely to encounter more pioneering in his 
surroundings than yours truly at the 
quieter end of Eagle Street in Brisbane. 


**Youne CoLONIAL BOOK-KEEPER.’’ 


Have you anything to clear? 
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EFFECTS OF INFLATION ON FINANCIAL 
STRATEGY 


by 


R. J. CHAMBERS, B.EC., A.I.C.A. 


(A refresher-course lecture delivered to members of the Commonwealth Institute of 
Accountants, N.S.W. Division) 


In this paper we shall consider the effects 
of inflation on the accuracy with which the 
profit and loss account and the balance 
sheet report changes occurring in the finan- 
cial position of firms. This question attracts 
our attention because changes in the finan- 
cial position of firms call forth changes in 
financial policy and strategy, and if 
changes in the financial position are inade- 
quately reported it is unlikely that appro- 
priate changes in policy and strategy will 
be made. 

Some may object that the accuracy of the 
accounting statements can have no signifi- 
cant bearing on the decisions of their 
readers; for, if the accounts of all firms 
are kept according to the same conventions, 
relative inaccuracies arising from the con- 
ventions will be much less than the real 
inaccuracies discoverable in any single set 
of accounts: relative inaccuracies will be 
equally inconsequential for internal pur- 
poses if the accounts are kept on the same 
conventions from year to year. 

This may be true, but the extent to which 
changes in the purchasing power of a 
currency affect accounts will vary consider- 
ably according to the content of those ac- 
counts. Changes in the financial position 
of a firm with relatively little current and 
relatively great fixed assets will be much 
less faithfully reported than changes for a 
firm with relatively great current and rela- 
tively little fixed assets in its balance sheet, 
when prices of fixed assets are rising more 
rapidly than material prices. Both the 
profit and loss statement and the balance 
sheet are drawn in such a way that items 
in each are recorded on inconsistent bases. 

To demonstrate this is very easy. The 
‘‘wages’’ figure in an annual income state- 
ment is certainly not a homogeneous aggre- 
gate; the wages paid in the first quarter 
do not represent labour service equivalent 
to that represented by the same money 


wages in the last quarter, under today’s 
conditions. Neither do material purchases 
represent a homogeneous aggregate: the 
figure represents purchases at various 
levels of prices. Neither does the deprecia- 
tion figure represent services consumed, 
valued at a single price level. In fact there 
are very few items in the whole of the two 
statements that are strictly homogeneous; 
and, to take a fine point, we could assert 
that they should not be added at all. We 
shall examine the items appearing in these 
statements more closely. 


The Profit and Loss Account 


The profit and loss account represents a 
section of a stream of business transactions 
by which money capital flows through a 
business enterprise. There are two distinct 
phases in this circulation of money capital. 
Firstly, money capital is invested in 
various other assets which for the time suit 
the purposes of the business organization. 
Secondly, those assets are re-converted— 
some in the short run, some over a long 
period—into money, so that the cycle may 
be repeated. A critical question arises here: 
after allowing something by way of profit 
to owners, should the re-conversion of the 
second phase yield an amount of money 
equivalent to that originally available, or 
should it yield such an amount as will per- 
mit the business to carry on the same 
volume of transactions as it was able to 
support in the beginning? Clearly, as 
prices rise, the ability of the business to 
carry on at the same level at each successive 
commencement of the cycle depends on 
whether or not the saleable utilities (in 
goods or equipment) are being replaced. 

In the case of those things which enter 
directly into the composition of saleable 
goods—material stocks, labour, and other 
productive services—the conversion into 
eash is usually sufficiently rapid for it to 


(Continued on page 305) 
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Effects of Inflation on Financial Strategy—contd. 


become obvious that rising prices will im- 
pose on the firm an immediate demand for 
greater liquid funds if the level of stock, 
of employment, and of sales is to be main- 
tained. In the case of plant, machinery, 
and other durable goods, long intervals 
may separate the money outlay from the 
entering of the appropriate cost in the 
profit and loss account, and the threat to 
the liquidity of the business or to its physi- 
cal volume of trade is not so apparent. But, 
if no other accretion to money capital 
occurs, the effect will be as serious in the 
one case as in the other: either the profits 
will have to be reduced to maintain liquid- 
ity or the level of business will have to be 
adjusted to the actually available working 


funds. 


If we seek in financial accounts for a 
measure or demonstration of the effects of 
increased price levels, it is difficult to dis- 
entangle the changes in financial position 
which are due to the variation in the 


physical volume of business from those 
which are due to the increase in the cost 
of the goods and services required by the 


business. In very few annual reports or 
addresses by chairmen of directors is any 
specific attention directed to the problem 
of replacing stocks and equipment at 
higher costs. The Burroughs Adding 
Machine Company’s 1948 report makes the 
following comment on the problem of in- 
creasing investment in inventories: ‘‘ When 
a company improves its volume of produc- 
tion, it is necessary to have on hand larger 
quantities of materials and supplies, and 
also to increase the number of products in 
various stages of manufacture. The money 
paid for the materials and wages going 
into this increase in inventories could not 
be charged to 1948 operations, since the 
products and materials affected had not 
yet been delivered and paid for by our 
customers. It was allocated instead to 
inventory adjustment, which totalled 
$24,043,449 on December 31, 1948, 
$14,377,189 more than was required on 
December 31 at two years before. Approxi- 
mately half of this inerease occurred 
during 1948. In other words, to sustain 
present production levels, we are carrying 
an inventory investment of more than 
$1600 for every employee in materials and 
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products in process of manufacture, almost 
two and one half times that required at the 
beginning of 1947.’’ 

Note that this comment makes no refer- 
ence to the part of the huge increase in in- 
ventory investment which is due to price 
increases: it is unlikely to have been neg- 
ligible. A few local examples of the in- 
erease in stock levels since 1945 will give 
further indication of the increase in funds 
necessary to support the stock levels now 
prevailing. In 1945, David Jones Ltd. 
carried stock equivalent to 46 per cent’ of 
the net tangible assets: by 1950 the pro- 
portion had increased to 77 per cent. The 
increase was approximately £1,300,000, or 
nearly one and a quarter times the 1945 
stock figure. 

To take a manufacturer, Australian 
Paper Manufacturers had a proportion of 
stock to net tangible assets in 1945 equal 
to 31 per cent. By 1950 it had risen to 46 
per cent, an increase over the period of 
something like £1,300,000, making the 
closing stock more than double the figure 
of five years before. Mauri Bros. & Thomp- 
son’s accounts show a change in stock levels 
from 16 per cent in 1945 to 30 per cent in 
1950—again an increase in money value of 
about one and a quarter times in five years. 

But, as we have observed, it is most diffi- 
cult to distinguish the increased invest- 
ment due to change in the physical volume 
of business from that due to changes in the 
value of money. We may be quite sure that 
the latter is significant, however, and that 
the increase in investment due to increased 
prices of capital goods is no less significant. 


The Problem of Pricing 


The income side of the profit and loss ac- 
count is as important as the expenditure 
side. The fixing of selling prices was men- 
tioned in a previous lecture in this series, 
but it will be considered at some length 
now because it impinges directly on the 
proposals which have been put forward for 
taking into account changes in the value 
of the currency. 

There are two limits to the price which 
may be charged for a commodity — an 
upper limit determined by users and con- 
sumers, and a lower limit determined by 
the costs incurred in producing it accord- 
ing to the system of accounting or costing 
used. 

B 
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The upper limit is influenced by a 
variety of factors, of which three may be 
mentioned. The first is the prices of *com- 
peting goods. For any single firm the prices 
ruling in the market are an important con- 
sideration: the prices of competing pro- 
ducts or near-substitutes may be deter- 
mined by independent decisions of traders, 
or by some form of trade agreement, or 
by some regulatory agency; but, whatever 
they are and however they are determined, 
prévailing prices of close substitutes are the 
concern of every trader. What other 
traders are charging is very often a major 
factor in the pricing process. The second 
influence to be observed is that of the 
prices of goods in competition only in- 
directly: the number of newspapers an in- 
dividual buys may be influenced by the 
price of glasses of ale or of theatre seats, 
and sellers must take into account the 
possibility that a variation in the price of 
one of these things will affect the demand 
for another. Thirdly, the upper limit to 
price may vary with changes in the general 
level of incomes; and, where there is a 
wage-adjustment mechanism by which 


wages and living costs are related, the 
upper limit may be quite flexible—upwards 
at least. 


For the lower limit of prices there is also 
a series of such considerations. The prices 
actually paid for the services which go 
into manufactured goods obviously influ- 
ence the lower limit. But these prices are 
subject to certain accounting manipulation. 
Services are not always charged to goods 
produced during the period in which the 
outlay oceurs: they are charged at some 
conventional or convenient time. The ways 
in which these costs are allocated to pro- 
duets comprise the second determinant of 
the lower limit: as the dissection of costs 
and their attribution to products are mat- 
ters either of opinion or of habit, the prices 
which any two businessmen consider to be 
the lowest they can afford may differ sig- 
nificantly. Thirdly, the sophistication of 
the accounting and statistical aids used by 
businessmen will influence their estimates: 
different conclusions may be reached, for 
example, by studying any one of total costs, 
average costs, marginal costs, or differential 
costs, for each involves different assump- 
tions and each emphasizes different aspects 
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of the costs incurred. Lastly, all the un- 
certainties which businessmen consider 
they have to cope with must be allowed for 
in fixing prices. It is unrealistic to assume 
that in making price decisions businessmen 
take account of all the ordinary and easily 
discernible expenses and expect the net 
proceeds to cover these expenses and all 
other risks without specification. Some of 
the other risks are evaluated separately, it 
is certain. The general reserves which it is 
planned to set aside out of profits are based 
on some calculations of this kind. Prices 
are fixed to cover taxation, whatever its 
level. And it is fair to assume that business- 
men do endeavour to cope with changes in 
the purchasing power of currency through 
price rather than through diminution of 
profits. And this is done, even though the 
accountant provides no figures directly 
bearing on the question. 


The limits which an individual trader 
places on the prices of his products are 
quite wide: the point between these limits 
at which actual bargains will take place is 
influenced by two other distinct factors at 
least. If competitors use historical costs 
when computing prices, those prices may 
be lower in a period of rising prices than 
if competitors based their prices on current 
or replacement costs. In this way the ac- 
counting and costing practices of traders 
bear on the prices of the commodities they 
sell. In the second place, the cost to com- 
petitors of acquiring fixed assets and stocks 
will influence the price which any one of 
them can charge for his goods. If com- 
peting firms acquire fixed assets and stocks 
at different price levels, those who buy at 
higher prices will, in general, sell at higher 
prices. And as no businessman, as business 
man, is a philanthropist, he who has the ad- 
vantage in buying will tend to adopt the 
selling prices necessary for competitors: 
where operators combine to regulate the 
output and prices of an industry the ten- 
dency to fix prices on the basis of the high- 
est costs is even more marked. 


The fixing of prices round about the 
price which a recent entrant to a trade 
must demand is a mechanism by which all 
operators are more or less taking into ac- 
count current costs of the services used. If 
a new entrant has to compute in his costs 
depreciation based on last year’s equip- 
ment costs, and if older operators allow the 
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new competitor to remain in business, they 
will tend to take the higher margin be- 
tween their (historical) costs and prices 
rather than sell at lower prices. Thus cur- 
rent costs are taken into account in the 
ealculation of prices, and affect the income 
side of the profit and loss account, no mat- 
ter how we choose to manipulate the result- 
ing income figures. 

It may be of interest to test whether this 
is in fact a reasonable statement of the 
effects of rising prices on costs. An alter- 
native method is to base prices on historical 
costs. In practice, other things being equal, 
this would mean a gradual reduction in 
profit margins and ultimate reductions in 
dividend distributions. There have been no 
complaints by investors on either of these 
grounds, so that it would appear that 
prices have not been such as to limit un- 
duly the residue of profit: in other words, 
prices have not usually been fixed simply 
on the basis of historical costs. The differ- 
ent effects of historical- and current-cost 
pricing on the working capital are also of 
interest. The reducing profit margins im- 
plied by historical-cost pricing leave 
smaller sums to finance current operations, 
so that additional capital may be required 
to support the same physical volume of 
business. This can be met in several ways. 
Businessmen may change their general 
strategy and resort more frequently to 
borrowed funds at low rates of interest: 
many seem to be doing that. Secondly, 
greater use may be made of what were 
formerly idle liquid funds to support in- 
ereased stock levels and debtors. In both 
these cases, the rate of profit earned need 
not be affected. The third way of meeting 
the problem is by raising new capital: by 
itself, this would lead to lower proportion- 
ate profits, and in the absence of complaints 
on this score we conclude that in few cases 
has new capital been raised merely to satis- 
fy growing demands on working capital. 


Balance Sheet Items 

As in the profit and loss account, balance 
sheet items are affected quite differently by 
variations in price levels. They are bought 
and sold in quite different markets: the 
markets for different kinds of materials, 
capital goods, securities are not susceptible 
to the same extent to changes in price levels 
generally. 
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Some of the items are a reasonable reflec- 
tion of current conditions and are there- 
fore useful enough for the purpose of 
making general observatiows about changes 
in the financial condition of business enter- 
prises. In this category fall cash, and 
book debts recently incurred. Even long- 
term debtors and obligations may stand at 
their face values, for such obligations in- 
volve undertakings to pay or to repay a 
money sum. For all these items no material 
adjustment is necessary to enable the bal- 
ance sheet to reflect current costs and out- 
lays. 

On the other hand, quite a few matters 
fall out of step when inflationary move- 
ments supervene. In conventional accounts, 
ali plant and stock items are affected. They 
fail to reflect the current prices of similar 
services, and the possibility of making use- 
ful comparisons between companies or be- 
tween successive figures of the same com- 
pany become more remote. 


Furthermore, changes in these items will 
involve corresponding changes in the resid- 
uary account on the liabilities side—the un- 
distributed profits account. The way in 
which these changes are represented in the 
balance sheet will affect the decisions of 
people who regard the published accounts 
as a statement of a company’s financial 
position. If the amount of the reserves is 
large, there is a presumption on the part 
of shareholders and their advisors that, at 
some time, the company will make a bonus 
issue, or declare a special dividend, or take 
some other such action. If undistributed 
profits appear in the balance sheet without 
alterations or adjustments for changes in 
the price level, they may be presumed to be 
free or available for distribution. Such a 
presumption may give rise to agitation for 
distribution of those profits in spite of the 
fact that they may only be distributed at 
serious inconvenience to the company. This 
would be a direct consequence of making no 
mention of the fact that part of the ap- 
parent undistributed profits really repre- 
sents the maintenance of the real capital of 
the enterprise. The possibility of pressure 
of this kind cannot be overlooked : ordinary 
dividends are not fixed, but may vary with 
the size of the profit for the year and the 
attitude or expected attitude of other 
parties towards the way the profit is 
divided. 
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Effects of Inflation on Financial Strategy—contd. 
The Financial Position Generally 

The above argument implies that what is 
desirable practice—the maintenance of real 
productive capacity—is carried out in a 
rough way in the pricing policies of busi- 
nessmen. But that is not the end of the 
matter. The form and contents of the ac- 
counting statements affect other ends, 
beside pricing. It is insufficient that these 
statements be considered a formal and 
obligatory presentation of prescribed data: 
they may be used as a valuable and very 
effective means of conveying organisation- 
ally important facts to interested parties. 
The consequences of taxing incomes deter- 
mined by conventional accounting methods 
we shall consider in the next lecture; but 
we may consider here the effect of conven- 
tional accounts on financing operations and 
on the co-operation of workers, creditors, 
and others. 

The problems of financing business oper- 
ations are exacerbated by financial policies 
and accounting practices which ignore the 
necessity, during periods of rising prices, 
of providing an increased quantum of 
financial resources or an increased velocity 
of circulation of existing resources. The 
form of the accounts may readily influence 
the extent to which deliberate considera- 
tion is given to the maintenance of the 
money capital necessary to support a given 
physical volume of business. Not that the 
question is ignored: it has been observed 
that some attempt is made to meet it. But 
it is almost impossible to work through the 
consequences of a change in price levels 
unless that change is expressed in terms 
appearing in the accounting statements: it 
is most difficult to plan to meet changes in 
the financial position and prospects except 
through a set of accounts incorporating 
the price-level changes which have occurred 
or are occurring. Inasmuch as conventional 
accounts misrepresent as trading profits 
sums which are mixtures of trading profits 
and windfalls arising from _price-level 
changes, they are rather less than is neces- 
sary to ensure the maintenance of real 
capital when price levels are rising or fall- 
ing. 

If, as the result of distributing the 
profits caleulated by conventional methods, 
working funds become inadequate, a 
serious position may arise. The Chartered 
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Institute of Accountants in England and 
Wales, in its recommendations, drew 
specific attention to this position. The 
shortage of funds is a most important thing 
to know about, and the accounts should 
show it up directly. It limits the extent to 
which businessmen can exercise judgment 
and foresight to improve business effici- 
ency; it prevents them from varying 
methods of production, or from varying 
the composition of business; it limits the 
ability to buy on economical terms or in 
anticipation of price movements. 

Further, undercapitalization, in the 
sense of an apparently excessive return on 
the risk capital employed, may arise if the 
invested capital falls out of step with cur- 
rent costs and current revenues. This may 
create false impressions in the minds of 
other parties: some may clamour for 
higher wages, some for better prices, some 
for socialization of the industry! An ae- 
counting system or financial policy which 
leads to these impressions is scarcely in the 
best interest of the firm concerned. 


Approaches to the Solution of these 
Problems 

Quite a number of proposals have been 
put forward for obviating the difficulties 
mentioned above. It is possible only to 
discuss in general terms four of them just 
now. It will appear that some are merely 
ad hoc expedients, designed to provide a 
temporary palliative rather than a perman- 
ent, continuing remedy for the discrepancy 
between accounting statements and finan- 
cial realities. 


1. Liro AND REPLACEMENT Cost PLANS 

The lifo method for stock valuation and 
the replacement cost method for calculating 
depreciation are substantially similar in 
their effects on the measurement of income 
and on the statement of residues. The lifo 
method has been used in America to offset 
the inflationary drift. It involves charging 
against revenues stocks at the most recent 
prices. This makes ‘‘cost of goods sold”’ a 
reflection of current costs in respect of this 
item at least : profits computed on this basis 
of stock valuation are closer to the profits 
appropriate to current operating conditions 
than if another method were used. 

But what of the balance sheet item 
**Stock’’? Because the charges to revenue 
account are nearer to current costs, the 
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valuation of stock in the balance sheet must 
be further from current costs and closer to 
costs incurred in the distant past. When 
prices are rising, this practice will have 
the effect of creating a secret reserve to the 
extent of the difference between the actual 
cost in the distant period and the current 
costs as at the date of the statement. But 
as secret reserves are on our list of taboos, 
this method as it stands is scarcely satis- 
factory, and one is tempted to wonder what 
is behind the American enthusiasm for it, 
except of course that it is a hedge against 
inflation. Although it makes the revenue 
statement a better statement, it makes the 
balance sheet a poorer statement in that it 
does not reflect anything like the values of 
items standing in the balance sheet at bal- 
ance date. 

The replacement-cost method of pro- 
viding for depreciation operates in the 
same way. The depreciation provision 
more realistically portrays current costs, 
but the residue of the historical cost will 
be so much less than on the conventional 
accounting basis that, again, a considerable 
understatement of assets occurs in the bal- 
ance sheet. The residue of the historical 
cost will tend to get smaller, faster, and 
again a secret reserve will have been 
created. 

One may flee from the dilemma of 
having either a currently useful income 
statement or a currently useful balance 
sheet by arguing that the balance sheet, in 
any event, is not intended to reflect any- 
thing like current conditions, that it is 
merely a statement of balances. To contend 
this way is comforting but hardly realistic. 
This view implies that the balance sheet is 
of no practical or immediate use to busi- 
ness people: a list of account residues, as 
such, has no particular value. And yet, 
balance sheets are used extensively as the 
basis of business judgments, whether we 
choose to close our eyes to the fact or not; 
and, as they are used, a duty seems to fall 
on accountants to make them useful in 
other ways than merely as checks on cleri- 
cal accuracy. This cannot be done by 
halves. If the lifo and replacement-cost 
methods are used for calculating income, 
consistent action must be taken in respect 
of the balance sheet: it is untidy to allow 
the balance sheet to remain in a form which 
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hides ‘‘secret reserves.’’ To be consistent 
with charging against income expenses at 
current rather than past rates, some altera- 
tion must be made in the balance sheet to 
bring the items in it closer to current 
values. And so that the assets may appear 
at values closer to current eosts for the 
same services during periods of rising or 
falling prices, there must be some adjust- 
ment account among the proprietership ac- 
counts to take up the amounts by which the 
asset values are varied. 

It is, of course, possible to argue that the 
adjustment should be made in the income 
statement rather than in the balance sheet. 
Fifo is a way of doing this in respect of 
stock. If stock is charged on the fifo 
method, the balance sheet figure for stock 
will be closer to current values, but the 
profit will have to be adjusted to take into 
account the change in the cost of stocks. 
Whichever method is adopted the discrep- 
ancy between money income and real in- 
come must be covered by a caleulated ad- 
justment. 

Given that the lifo and replacement- 
cost methods are generally received in 
America for the assets to which they are 
relevant, it is fairly easy te understand 
why preference has been expressed for the 
income statement rather than for the bal- 
ance sheet as a useful statement of rela- 
tively recent affairs: the income statement, 
as we have said, reflects more or less eur- 
rent events; the balance sheet reflects only 
a series of residues. The lifo and replace- 
ment-cost plans with an adjustment ae- 
count for correcting balance-sheet items 
comes fairly close to what we should expect 
of accounting in the future in place of the 
conventional accounts of today—balance 
sheets and income statements that are con- 
sistent and at the same time relevant to the 
decisions business people have to make. 


2. INCREASED RESERVES OR PROVISIONS 


A second method of coping with rising 
prices is to make increased reserves and 
provisions, so that distributable profits are 
diminished and working capital is main- 
tained at the level necessitated by higher 
price levels. This method involves no 
change in accounting technique: it is easy 
to carry out, as it requires only decisions 
to be made regarding the calculation or the 
appropriation of profits. For this reason 
it is quite commonly found among those 
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firms where specific attention has been 
given to the problems of inflation. In- 
creased provisions are made against stock 
and fixed assets. There is no ostensible 
calculation of probable replacement costs; 
but, as we have already observed, making 
provision for contingencies of all kinds is 
inherent in the price-fixing process, and 
rising replacement costs is one such con- 
tingency. 

Although this method presents no un- 
usual technical problems, there is some 
argument as to whether income should be 
charged with the increased provision or 
whether increased reserves should be ap- 
propriated from profits. From one point of 
view this is scarcely important, for which- 
ever is adopted the consumer will be found 
to pay. From another point of view, how- 
ever, the difference is significant. The 
residue of income is available for appro- 
priation, generally, to any specific purpose. 
It is difficult to say which of the possible 
purposes—dividend payment, general re- 
serves, asset-replacement reserves, divi- 
dend-equalization reserves, etc.—is ac- 
corded priority. Often it seems that con- 


tingencies receive prior attention, and re- 
serves of some kind are set aside before 
consideration of the dividend appropria- 


tion. But, if changes in price levels are 
overlooked, and if dividends receive prior 
attention, the available working capital 
may easily be reduced below the level neces- 
sary to maintain the physical volume of 
business. It seems therefore to be prefer- 
able to cover increases in the level of costs 
by charges against income, so that there is 
no possibility of the problem being over- 
looked when the appropriations are made. 
As we shall observe in the next lecture, the 
value of this practice is even more notice- 
able in contemplation of the effects of taxa- 
tion on business finance in inflationary 
periods. 


3. REVALUATION OF ASSETS OR 

QUASI-REORGANISATION 

The third method we shall discuss in- 
volves the revaluation of assets at infre- 
quent intervals. Often it is said that these 
adjustments should take place only when 
prices have reached a new plateau or level 
somewhat removed from the old. I find it 
difficult to believe in the possibility of 
prices reaching anything like a plateau, 
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but in any case the objection seems to be 
quite irrelevant. People make business de- 
cisions on the basis of the information they 
can get about the immediate past and 
present rather than on the distant past. 
Short-run considerations, the reporting of 
recently past events and circumstances, ap- 
pear to loom largely in the function of 
accounting. We should not be deluded, by 
the desire to make comparisons over long 
periods, into disregarding the importance 
of reporting recent events in terms which 
are now relevant. Comparisons over five 
years are often of less value than compari- 
sons over two years because of changes in 
the environment. We shall argue in the 
next section that short-run comparisons 
may be made more effectively under a 
modification of this method. 

Periodical revaluation is not difficult, in 
a technical accounting sense: this is one 
reason why it is resorted to by so many 
undertakings. What are the effects? 
Assets are written up, and depreciation 
may then be based on the book values at 
the higher valuation. Costs will, to that 
extent, reflect more closely current oper- 
ating conditions, and the balance sheet will 
contain values closer to current outlays for 
the same services than would be possible 
on the book values before revaluation. The 
two statements will be consistent, between 
themselves and with market conditions, 
temporarily. 

But this is only a partial solution to the 
problem, at best, for it does not cope with 
changes in price levels between the dates 
of valuation. It is a reasonable palliative 
inasmuch as it brings book figures and 
business realities more into line than if 
they were permitted continually to diverge 
in the way conventional accounting allows. 
The method has been used both where book 
values have been found to be above, and 
where they have been found to be below, 
market values of the same services, that is 
during periods of falling as well as of 
rising prices. We are not particularly con- 
cerned here with consequential changes in 
the proprietorship accounts: it is sufficient 
to note that these changes may affect the 
shareholdings of owners or only their 
equity in the residue. 


4. STABILIZED ACCOUNTING 


The last type of approach we shall con- 
sider is what Sweeney described as stabil- 
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ized accounting: it involves the correction 
of all costs and asset values by an index 
number of prices, so that the resulting 
statements contain items which are homo- 
geneous in essentials. 


This method differs materially from 
other methods in that it is applied to all 
items in the accounts which affect the con- 
clusions to be drawn from them, and it is 
applied continuously. That it is neither 
piecemeal nor intermittent gives it con- 
siderable advantages over the others. The 
double-entry technique is so applied that 
full account is taken, through the income 
account, of adjustments in asset values 
brought about by changes in the general 
level of prices. 


Given the solution of the index-number 
problem, it is possible to compute adjusted 
values for the important items, stock, 
securities, and plant, and to arrive at a 
profit for the period which is divided into 
trading profit and profit on the change in 
price levels. Some of these items may vary 
in quantity during any year, so that the 
calculation of profit is complicated both by 
changes in quantities and changes in eur- 
rent values of assets remaining at the end 
of each accounting period. The adjust- 
ments which stabilized accounting requires 
have the effect of separating realised and 
unrealised profits, making quite clear the 
profit that is available for distribution as 
dividends. Total income is, of course, un- 
altered, but unrealised profits are ear- 
marked, and they constitute a buffer for in- 
come when prices begin to fall. 


If the items affected by price-level 
changes are adjusted continuously, the 
balance sheet and income statement will be 
consistent as between themselves, internally 
homogeneous, logical in form and process, 
and more relevant to the problems of 
business than conventional accounts are. 


There are a few problems, but they seem 
to be machinery problems rather than prob- 
lems of principle. What index should be 
used? How often should adjustments be 
made? What initial adjustments are neces- 
sary on the introduction of this method? 
These are the kind of questions which 
come first to mind. Only on the first are 
we able to comment here. It seems difficult 
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to conceive a better solution than an index 
of general purchasing power. Specific in- 
dices for particular trades would create 
difficulties and overlook the purposes of 
those for whose benefit profits are earned: 
inasmuch as the dividends of many repre- 
sent consumption expenditures, an index 
of general purchasing power would yield 
information quite relevant to the needs of 
the increasing numbers of investors. 


Conclusion 


On the (not unpardonable) assumption 
that accounting statements should be used, 
some change in technique seems to be im- 
perative, if misunderstanding and unin- 
formed guessing about the financial struc- 
ture of business enterprises are to be 
avoided. In our time the whole community 
is organized into’ special-interest or 
pressure groups, each promoting its own 
ends with the greatest of zeal. Investors, 
businessmen, workers, bankers are some of 
the groups with close interest in business 
enterprises. If these and other similar 
parties are not to receive erroneous im- 
pressions about the financial position and 
profits of business, the financial position 
and profits should be shown realistically 
rather than conventionally. It is technical- 
ly possible to augment accounting practices 
to do this. Some will say we should wait 
until conditions settle down, or until the 
accounting profession as a whole accepts 
the change. That would put the idea into 
perpetual cold storage. No change of any 
moment has been accepted with alacrity, in 
any field of knowledge or practice: evolu- 
tion is a much commoner social process 
than the coup d’état. One could wish, with 
G. O. May, that ‘‘some bold pioneer would 
present the results of his corporation’s 
operations on both a monetary and econ- 
omic income basis, with as much accuracy 
as circumstances permit.’’ It is possible 
that the advantages of another method of 
presentation would then become more 
obvious than they are as yet. If present 
opportunities for experimentation are 
grasped, the business world may yet have 
to thank inflation for drawing attention to 
some inadequacies of present methods of 
accounting, and for making of accounting 
an art of greatly enhanced social value and 
influence. 
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1—NECESSITY FOR COMPARISON 


It is fairly obvious to most people con- 
cerned with management that comparison 
of results is vital. To look at a set of ac- 
counts showing various figures such as 
materials used, direct labour, net profit, 
ete. certainly indicates the performance of 
the particular concern for the period 
eovered by the accounts. In the absence of 
comparison of some type, however, no 
method exists of establishing whether or 
not that performance is satisfactory or, 
possibly, should be improved. It is thus 
necessary that there be some yardstick 
against which to measure performance to 
enable judgment to be passed. The yard- 
stick may take one of a number of forms: 
it may be, for example, that actual figures 
can be set against budgeted or forecasted 
results, or the yardstick may be in the 
form of standard costs. Possibly there are 


other means available by which perform- 
ance may be measured in selected cases, 
but frequently, perhaps in the majority of 
local firms of medium size or smaller, 
budgets, standard costs, or similar bases of 
comparison do not exist. In consequence, 
comparison with past results is, in these 
eases, the only available yardstick by 
means of which the current period’s re- 
sults may be measured. It is essential to 
realize that comparison of profits only, 
whilst interesting and informative, does 
not really get to the heart of the matter: 
thus comparison of individual items is very 
desirable. Equally, comparison of balance- 
sheet items may yield useful information, 
and though these comments are restricted 
to manufacturing, trading, and profit and 
loss statements, much of what is said here 
may be applied to other cases where com- 
parison is desirable. 


2—BASIS OF COMPARISON 


To compare two sets of figures it is obvi- 
ously necessary to set them down side by 
side so that variations may be readily 
noted; but to derive full benefit from the 
comparison it is necessary that some com- 
mon basis be found to which the two sets 
of figures may be reduced. For example, 
accounts for successive years may indicate 
that sales have dropped from £20,000 to 
£12,000. Naturally some consequent move- 
ment in other items would be expected, 
and as a result the comparison of the 
figures themselves might be not only unin- 
formative but actually misleading. If, how- 
ever, allowance can be made for the differ- 
ence in sales by reducing the figures for 
each year to a comparable basis, this diffi- 
culty is overcome. 

There are two main bases available, and 
frequently used, in comparative state- 
ments. These are: 


(1) unit costs, 
(2) percentages. 
Where unit costs are appropriate, they 
form an excellent basis of comparison, but 
unfortunately, because of inherent require- 
ments for their use, their application is 
limited, and as a result they are not appro- 
priate to many concerns with which an 
accountant may have to deal. For unit 
costs to be an appropriate basis for com- 
parison it is necessary that the product of 
the concern be standardized or that a 
variety of products be reducible to some 
single standard basis. Clearly unit costs 
are suitable for a coal mine, because 
amounts may be expressed in terms of 
‘per ton of coal.’’ Similarly they are suit- 
able for an electricity undertaking ™ 
which power generating and reticulation 
costs may be expressed in terms of units 
of electricity. It will be appreciated that 
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their suitability arises from the fact that 
it is possible to express the output of each 
of the undertakings in standard units. But 
to try to express the costs of a retail con- 
cern in terms of some common unit of 
carpets, kitchen utensils, and clothing is 
obviously impossible. 


When figures are expressed in terms of 
unit cost, variations in those costs are 
readily evident despite considerable varia- 
tion in the level of activity of the concern. 
Comparison may be made between the cost 
of, say, materials in each unit of product 
manufactured as between two or more 
years. This means that irrespective of the 
total value of materials used it is possible 
to say whether usage per unit of output 
has increased or decreased. Similar ideas 
apply to the comparison of most items in a 
set of accounts, and thus it is possible to 
explain precisely the variation in the rate 
of net profit per unit sold. 


In preparing statements based on unit 
costs, columns showing the variation in the 
total of each item, and also in the amount 
per unit of each item, are usually added. 


These columns do not add information to 
the statement, but make the information 
already embodied therein clearer and more 
evident, for they avoid the necessity of 
making mental calculations of the move- 
ments disclosed by the two sets of accounts 
which are being compared. 


In both unit cost and percentage com- 
parisons, selection of the base in terms of 
which unit costs or percentages are ex- 
pressed requires care. Selection of an 
illogical base can, and does, produce quite 
misleading results. An illustration of an 
illogical base (possibly the one most fre- 
quently met) is when comparison of manu- 
facturing costs is related to the number or 
value of articles sold. The relation be- 
tween sales and cost of manufacture comes 
through opening and closing stocks of 
finished goods, and there is no fundamen- 
tal reason why volume of sales should 
equal output. In fact it may well be that 
through shipping hold-ups, or for a variety 
of other reasons, production may be main- 
tained, whilst sales are almost at a stand- 
still. To base comparisons of manufactur- 
ing items representing production of, say, 
£10,000 of goods upon sales figures of, say, 
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£2000 will inevitably lead to incorrect con- 
clusions. 


In many cases in which unit costs are 
inappropriate, it is quite usual to find the 
comparison reduced to percentages on a 
common basis. It will be appreciated that 
comparison by percentages is not as precise 
as by unit costs, for it is not nearly as in- 
formative to know that the percentage of, 
say, materials used to factory cost has 
risen by four per cent, as it is to know that 
the extra material content of each unit of 
product is, say, 8d. Further, even thougk 
a logical base for comparison has been 
selected, care must still be exercised in in- 
terpreting the percentages shown for 
various items. This is illustrated by con- 
sidering materials used, direct labour, and 
factory expense to be expressed as per- 
centages of factory cost, i.e. the three in- 
dividual items are expressed as percen- 
tages of their sum. Nextly, assume that in 
two successive years production, materials 
used, and direct labour are identical, but 
that factory expense is greater in the 
second year than in the first. In these cir- 
cumstances it follows that if the percen- 
tage of factory expense to factory cost is 
greater in the second year, the sum of the 
percentages of materials used and direct 
labour must necessarily be less; and this 
despite the assumption that those items, 
together with actual output, remained con- 
stant. This position necessarily arises be- 
cause in each year the sum of the three 
items is 100%, and if in interpreting per- 
eentage comparisons upon what is re- 
ferred to as a ‘‘related base,’’ regard is 
not paid to the fact that movement in one 
percentage necessarily results in move- 
ments in the other percentages, erroneous 
conclusions will be drawn. It is largely 
for this reason that the percentage method 
is inferior to the unit cost method of com- 
parison, as it frequently happens that it is 
not possible to avoid basing percentages 
upon some figure which is related arith- 
metically to the figures being examined. 
An attempt to overcome this difficulty is 
sometimes made by expressing material 
used and direct labour as percentages of 
prime cost, in addii‘on to showing their 
percentages to factory cost. Where factory 
cost is the basis of the comparison, it is 
always wise to add the extra percentages 
indicated. 
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It is sometimes possible to avoid caleu- 
lating percentages on a ‘‘related base’’ by 
using as base an appropriate figure inde- 
pendent of the actual items to be com- 
pared. In an electric-motor concern, for 
example, it might be possible to use as a 
base the rated horsepower of motors pro- 
duced, but it would first be necessary to 
ascertain that the proportion of the ele- 
ments of cost in various types and sizes of 
motors is fairly constant.:If it is not 
possible to obtain a base such as horse- 
power produced, sales-value of production 
(corrected for price variations) may be a 
solution to the problem. Sales-value of 
production for a period is arrived at by 
adding sales to closing stocks valued at 
selling price, and subtracting therefrom 
opening stocks valued at selling price. The 
resulting figure is obviously the sales 


value of items produced, and does not 
suffer from the disadvantage of being the 
arithmetic sum of the items to be com- 
pared. Thus, in some cases, it may be a 
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suitable base upon which to express those 
items as percentages. It should be stressed 
that sales-value of production is not a 
sovereign remedy in the search for a suit- 
able base: on many occasions it will not 
be appropriate, for a variety of reasons, 
such as an accumulation of stocks of manu- 
factured components or marked variation 
in the proportion of the elements of cost 
to the selling price of different products. 


It is usual in preparing comparative 
statements based on percentages to add a 
column which expresses the amounts 
shown in each of the years as an index re- 
lated to a base year. The year selected as 
base is frequently the first year shown on 
the statement. As was the case when varia- 
tions in amounts and in unit costs were dis- 
cussed above, addition to the extra column 
does not provide information unobtainable 
from the statement itself, but it does make 
for ease of comparison so that the reader 
may readily appreciate the degree of move- 
ment in amount from one year to another. 


3—FORM OF STATEMENT 


The form in which comparative state- 
ments are presented varies widely, and de- 
pends particularly upon the purpose for 
which the comparison is made. Thus it is 
difficult to generalize regarding this head- 
ing. The statement should, however, be 
constructed so as to set out clearly the data 
which is being compared, and to make the 
more important items stand out for ready 
appreciation. Where unit costs are in- 
eluded, these should normally be worked 
in pounds, shillings, and pence calculated 
to two decimal points of one penny. Where 
percentages are used, these are frequently 
computed to the second decimal place. It 
may sound trite to suggest that care should 
be taken to ensure that unit costs and per- 
centages add up precisely, but it frequent- 
ly occurs that adjustments to the second 


place of decimals must be made for this 
purpose, and neglect of making these 
necessary adjustments will result in small 
differences in that second place. It should 
be realized that additions in a ‘‘variation”’ 
column in a unit-cost statement must be 
done having regard to sign. For example, 
a negative gross-profit variation and a 
positive administrative-expense variation 
result in a negative variation in net profit 
equal to the arithmetic sum of the two 
variations. Naturally, where a column 
showing ‘‘percentage of base year’’ is 
added to a comparative statement based on 
percentages, it will not be possible to add 
the various figures therein to the group 
totals as each total is really the weighted 
average of the individual items of which it 
consists. 


4—USES OF COMPARATIVE STATEMENTS 


This heading has been covered to some 
extent by what has been said before. But 
at the risk of repetition it may be stressed 
that comparative statements frequently 
represent the only means available by 
which to measure performance. They are 
thus an essential tool of management and, 


properly interpreted, may act as pointers 
to trends in many items. This is especially 
true where the comparison extends over 4 
period. Careful analysis of comparative 
statements may provide the clue to leak- 
ages of stock and cash and may be an in- 
valuable indicator of movements in eff- 
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ciency, particularly where, based on dis- 
sected accounts, comparisons are made on 
a departmental rather than on an overall 
basis. 

It should always be borne in mind that a 
comparative statement is a means to an 
end and not an end in itself, in that it pro- 
vides the information upon which suitable 
action may be taken where necessary. If 
information gleaned by comparison is not 
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followed up by taking necessary action, the 
whole point is missed. For example, a 
statement may disclose that net profit is 
down, and the decline may be traced to 
increased labour and additional adminis- 
trative costs. It is essential that the move- 
ments noted be followed through in an 
attempt to uncover the causes, so that it 
may be decided whether or not the varia- 
tions are acceptable or whether remedies 
must be sought and applied. 





CURRENT PROBLEMS DISCUSSED IN 
OVERSEAS JOURNALS 


FINANCIAL STATEMENTS 


In The Accountant of 24 November 
there is a short article, by J. Halliwell, on 
accounts for everyman—a plea for clarity. 
The article points out that accounts are 
now of wider interest than that of propri- 
etors only: their manner of presentation, 
and the words employed in them, frequent- 
ly lead to misunderstandings. The con- 
ventional form and terminological vague- 
ness are criticized, and the zug¢gestion is 
made that a committee should be set up to 
consider the problem and make recommen- 
dations, including the preparation of a dic- 
tionary of accounting terminology. 

The Accountant of 1 December and 22 
December contains two articles by Angus 
McBeath, the first on balance sheets in the 
future, and the second on profit and loss 
accounts in the future. As to balance- 
sheet form, Mr. M«Beath doubts whether 
an; of the new forms are an improvement 
on the Dunlop accounts as originally de- 
signed by F. R. M. de Paula. As to con- 
tents, a new basis of valuation is likely to 
be used in future for fixed assets: this will 
probably be current replacement cost, with 
original cost shown by way of memoran- 
dum only. For stock, current replacement 
cost will be used; for investments, current 
sellers’ quotation. Goodwill and the like 
will be eliminated by deductions from 
capital and reserves: the alternative is to 
revalue each year. Reserves will be 


divided into general reserves and specific 
allocations. The second article considers 
the repercussions of the pruposed changes 
in balance-sheet valuations on the profit 
aud loss accounts. As to form, the vertical 
form of profit and loss account seems cer- 
tain to supplant the two-sided form. There 
should be a statement of specific allocations 
for replacement, obsolescence, diminution 
in stock value, future taxation, and the 
like. So far as stock is concerned, the 
difference between cost and replacement 
cost will be the subject of a balance-sheet 
adjustment. 

H. P. Finn, in The Accountant of 8 and 
15 December, reflects on industrial profits. 
With his feet firmly planted on the 
ground, this writer discusses the problems 
of ascertaining profits for different pur- 
poses. There is a distinction between 
**net profit’’ and distributable profit: it is 
for directors to decide whether or not to 
take account of replacement costs of assets 
—to attempt to lay down a general rule 
would be a mistake. On the question of 
judgment as to what are reasonable and 
what are excessive profits, Mr. Finn con- 
vincingly objects to the use of percentages 
to capital employed as-a criterion. What 
are reasonable profits should be judged on 
circumstances. In some eases, profits 
should be related to the replacement cost 
of net capital assets. In some eases they 
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should be related to the capital employed 
in earning the profits. What is a fair rate 
depends on the nature of the business, the 
extent of the risk, the competitive or 
potentially competitive situation, the gen- 
eral good of the country, and so on. On 
the question of taxation, the writer is in- 
clined to believe that industry should be 
relieved. altogether from tax on undis- 
tributed profits. He concludes with the 
penetrating comment, ‘‘Every effort 
should be made to remove the misunder- 
standing by emphasizing the nature, true 
purpose and limitation of profit and loss 
accounts, not by so altering their nature 
that they serve objects quite different 
from and even irrelevant to their true pur- 
pose.’’ 


In The Canadian Chartered Accountant, 
November, Wilfred Stempel, on presenta- 
tion of financial statements to the public, 
maintains that one of the greatest of pro- 
fessional responsibilities is to see that the 
public is kept informed as to the operation 
of public and private corporations. He 
advocates the use of the vertical form of 
profit and loss account, and emphasizes the 
need for avoidance of ‘‘fog’’ words. 


J. A. Radley, in The Accountant of 3 
November, describes some of the scientific 
methods which may be used in the detec- 
tion and examination of documents sus- 
pected to be falsified. Evidence may be 
obtained by tests of the kind of paper and 
ink, the use of colour filters, ultra-violet 
light, the sequence of writing strokes, the 
detection of erasures (mechanically or 
chemically made), and comparisons of 
writing. The difficulty of interpretation or 
comparison when ball-point pens are used 
is touched upon. 


In The Journal of Accountancy, Novem- 
ber, Alvin R. Jennings considers the rela- 
tionship of internal control to the services 
rendered by independent certified public 
accountants. The article states the essen- 
tials of a satisfactory system of internal 
control, and the principles upon which 
such a system should be based. The pri- 
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mary responsibility for the system is man- 
agement’s. The external auditor’s respon- 
sibility is to evaluate the system and to 
determine the degree to which he may rely 
on it in planning his examination. The 
procedure method and _ questionnaire 
method of reviewing an internal control 
system are discussed. The questionnaire 
method is preferred. Useful comments are 
also made on the timing of the review, the 
reporting of weaknesses to the client, and 
the nature of the suggestions which may 
be made by the external auditor. 

A short article by W. S. Gilkison in The 
Accountants’ Journal (New Zealand), De- 
eember, discusses vouchers for solicitors’ 
trust audits, with particular reference to 
what are satisfactory expenditure vouchers 
and in what circumstances different kinds 
of vouchers may be accepted. Endorsed 
cheques are not satisfactory in all cases, 
but they are often better than many of the 
receipts which are produced. 

In The New York Certified Public Ac- 
countant, October, Paul W. Pinkerton 
writes on the highlights of an audit of a 
fire and casualty insurance company. Par- 
ticular attention is given to special fea- 
tures of such an audit, and special pro- 
cedures and peculiar accounts such as the 
loss reserve and the unearned premium re- 
serve. 

In The Journal of Accountancy, Noven- 
ber, Donald R. Cressey, a Professor of 
Sociology, makes what he calls a social- 
psychological study of defalcators. He re- 
jects the three popular kinds of reasons 
why trusted persons commit fraud, namely 
(a) laxity of accounting and other con- 
trols, (b) constitutional or moral weak- 
ness, and (¢) gambling, drink and extrava- 
gant living. From an investigation of all 
violators in Illinois State penitentiaries, 
he concludes that violation of trust takes 
place when the violator has a financial 
problem which he feels he cannot share 
with anyone else, when he sees the oppor- 
tunity to use his position of trust to 
‘‘solve’’ the problem, and when he is able 
to rationalize his conduct and reconcile it 
with his general moral attitude. 


ORGANIZATION OF THE PUBLIC ACCOUNTANT’S OFFICE 


Management problems in the profession- 
al office are the subject of an article by 
Paul Bruneau in The Canadian Chartered 


Accountant, October. The article covers 
the general organization of the office, and 
the division of the staff into technical or 


(Continued on page 317) 
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professional staff, administrative or office 
staff, and, in the larger firms, a research 
department. Time and staff records, filing 
and working papers are also examined. 
Specific problems discussed include keep- 
ing in touch with clients and with changes 
in accounting policies and procedures, in- 
come tax laws, company laws, etc., the im- 
provement and development in auditing 
standards and methods, periodical re- 
visions of fees, increasing staff and staff 
remuneration. Other problems examined 
are the accounting treatment of revenue 
(cash or accrual), the basis of fees (fixed 
fee or hourly basis), staff selection and 
training, and provisions of partnership 
agreements regarding retirement of part- 
ners. As to staff selection and training, 
there is a tendency in America to hire 
more and more college graduates. 


A comprehensive treatment of a subject 
which is usually neglected in English and 
Australian literature is given by S. M. 
Duncan in a series of two articles on an 
accountant’s working papers in The Ac- 
countant of 10 and 17 November. The 
articles discuss the need for working 
papers, the factors to be observed in com- 
piling them, the division of audit working 
papers into current and permanent, and 
the arrangement of audit papers and com- 
ments on each kind of paper. They are 
illustrated by specimen balance sheets and 
profit and loss accounts with extensive 


PERSONNEL 


Cost and Management (Canada), Octo- 
ber, has two interesting articles on person- 
nel relations, one by E. L. Hamilton on 
pensions and profit sharing, and one by 
P. H. Perowne on facts and figures for 
collective bargaining. The first-mentioned 
paper states objections to profit-sharing 
plans, which are regarded as being more 
suitable for small or medium-sized busi- 
nesses. Pension plans which are not based 
on profit sharing are increasing rapidly in 
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supporting schedules and notes, many of 
which are related to the requirements of 
the U.K. Companies Act. 

D. R. Lukin Johnston, in The Canadian 
Chartered Accountant, November, in an 
article entitled ‘‘Recruitment of Account- 
ing Personnel,’’ deplores the widespread 
dearth of applicants to enter the profes- 
sion. The reasons, he thinks, are the long 
training and arduous studies which are 
necessary, low rates of pay in the early 
years, and the prevailing ignorance among 
university and high school students of the 
profession and its opportunities. As 
remedies, he finds the scheme of the Eng- 
lish institutes attractive: under this 
scheme, by attendance at a university for 
two and three-quarter years, and practical 
experience for three years, the student is 
able to obtain both a university degree and 
membership of an institute. As to the low 
rates of pay in the early years, he believes 
there is a case for some increase, but not to 
the extent of competing with industrial 
firms for graduates: a more likely ap- 
proach is through attempts to convince 
prospective students of the long-range ad- 
vantages of accounting training. Individ- 
ual efforts should be made to inform the 
public through clients and other persons of 
the nature and advantages of the profes- 
sion. Vacation employment of under- 
graduates would help, and interviews at 
the schools with students, teachers and 
parents should be an important part of a 
public educational plan. 


RELATIONS 


Canada. Problems include retirement ages, 
whether the plan is to be contributory or 
non-contributory, the rights of employees 
before retirement, disability and death 
benefits, how much pension will be paid, 
and how it will be paid for, and tax prob- 
lems. The second-mentioned paper em- 
phasizes the need for information as to 
financial condition of the enterprise, wages 
and ‘‘fringe’’ benefits, and the prospective 
costs of demands made by the unions. 


PUBLIC UTILITIES 


R. I. Baleon, in The Canadian Chartered 
Accountant, October, discusses public utili- 
ties and their accounts. In North America 
public utilities are normally monopolies 


subject to control. Questions arise as to 
their ownership, public or private, methods 
of financing, utility securities as invest- 
ments, fair rate charges: these are dis- 
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Current Problems—continued 

cussed in this article. On the accounting 
side, an examination is made of the form 
of published statements, of depreciation 
and other plant problems such as the 
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capitalization of expenses and _ interest 
during construction, special considerations 
relating to working capital requirements 
and retention of profits. 


SOCIAL ACCOUNTING 


In Accounting Research, October, E. 
Fuerst, on double-entry bookkeeping in 
commercial accounting and in social ac- 
counting, questions whether the method 
of application of double-entry for social 
accounting is quite the same as in commer- 
cial accounting. Double-entry postings 
may be regarded as the tool, and double- 
entry bookkeeping as the results obtained 
by use of the tool. The expression 
‘*double-entry’’ for social accounting re- 
fers to the tool, which is used differently 
here from the way in which it is used in 
commercial accounting, for two reasons— 

(a) commercial accounting deals with 
one entity only: social accounting 


The 
The Jownal of Accountancy, 
270 Madison Avenue, 
New York 16, N.Y., U.S.A. 
Canadian Chartered Accountant, 
10 Adelaide Street East, 
Toronto, Ontario, Canada. 
The New York Certified Public Accountant, 
677 Fifth Avenue, 
New York 22, N.Y., U.S.A. 
Cost and Management, 
66 Kine Street East, 
Hamilton, Ontario, Canada. 


The 


deals with groups of entities, and 
true double-entry for social ac- 
counting would require entries 
for sales and other nominal ac- 
counts; and 
in social accounting, the tool is 
applied to aggregates and not to 
single transactions, so that in 
social accounting ‘‘the pyramid 
stands on its head.’’ 
For inter-sector flows, the production 
equation is added. Thus, social accounting 
becomes a higher order of accounting, in 
which the laws of the lower orders are pre- 
served, but are deposed from their reign 
as the highest authority. 


addresses of publications referred to in this article are as follows:— 


The Accountants Journal (N.Z.), 
York House, 
Lambton Quay. 
Wellineton, C.1, \.Z. 
The Accountant, 
4 Drapers’ Gardens, 
Throgmorton Avenue, 
London, E.C.2, England. 
Accounting Research, 
Bentley House, 
200 Euston Road, 
London, W.1, England. 





BOOK REVIEWS 


The Victorian Company Secretary’s Guile; Second Edition: R. Krerrn Yorsron, 
S. R. Brown, and R. J. Davis; The Law Book Co. of Australasia Pty. Ltd., 


1952. Pp. 490; price £3 10s. 

The authors have prepared a useful ref- 
erence work for company secretaries. The 
wide range of subjects covers most matters 
of importance with the notable exception 
of liquidations. The terse style used gives 
a brief summary of the main points relat- 
ing to each topic. This is an advantage in 
many instances, but in some cases a sec- 
retary faced with a perplexing problem 
might regret that a more detailed treat- 
ment had not been accorded to some sub- 
jects, as for example the departmental 
methods of valuing shares. However, a 


book cannot be at once a summary of pro- 
cedural matters and also a complete ex- 
position of each subject. 

The inclusion of the recommendations of 
the Chartered Institute of Secretaries re- 
lating to joint holdings, lost share certifi- 
eates, identification of shareholders, and 
change of names in the register of mem- 
bers is to be commended. 

The volume will win praise from those 
who use it as a convenient and compre- 
hensive reference work. 


A. E. Spec«. 
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LEGAL SECTION 


Edited by 
J. M. GREENWOOD, LL.B., F.I.C.A. 


BAILMENT—GOODS LEFT FOR DRY-CLEANING AND DAMAGED—WHETHER 
CONDITIONS PRINTED ON TICKET FORMED PART OF CONTRACT 


‘C’ deposited a frock for dry-cleaning, 
receiving a docket on the face of which 
were printed conditions purporting to 
relieve the defendants from responsibility 
for injury through any cause whatever. 
When the frock was returned to ‘C’ it was 
found to be injured. ‘C’ claimed damages 
for breach of contract, or, alternatively, for 
negligence and contended that the condi- 
tions had not been brought to her notice. 

Held (Supreme Court of Victoria, per 
Herring, C.J.) : That in cases of this kind, 
before the person delivering the document 
ean hold the person receiving it bound by 
any special conditions in his favour 


recorded thereon, he must show that the 
person receiving it was aware (or ought to 
be treated as aware) that it was not 
delivered to him merely as a voucher or 
receipt, but also that it was intended to 
convey to him the knowledge of such special 
conditions and that the person delivering it 
intended to modify the effect of the 
ordinary contract thereby; that the defen- 
dants had not discharged this onus; nor 
had they discharged the onus of proving 
that the damage was not due to negligence 
on their part and therefore the defendants 
were liable in damages to ‘C’. (Causer v. 


Browne [1951] V.L.R. 1.) 


COMPANY LAW—DOCTRINE OF CONSTRUCTIVE NOTICE OF ARTICLES OF 
ASSOCIATION 


The board of directors of a company were 


empowered by its articles of association, to 
delegate powers to a committee consisting 
of a member or members of their body. A 
director purported to enter into an oral 
agreement on the company’s behalf, with- 
out the authority of his co-directors, with 


an agent of the plaintiff company. The 
agent had no knowledge of the contents 
of the articles of association of the defen- 
dant company, or of the board’s powers of 
delegation. The plaintiff company brought 
an action for repayment of portion of the 
moneys paid under the agreement. 

Held (King’s Bench Division) : As at the 
time of the making of the purported agree- 
ment the plaintiff company, through its 
agent, had no knowledge of the defendant 
company’s articles of association and the 
powers of delegation contained therein, the 
plaintiff company could not rely on those 
articles as conferring ostensible or apparent 
authority on the director of the defendant 
company to make the agreement on behalf 
of the defendant company, and, therefore, 
the defendant company was not estopped 
from establishing that there was no 
authority in the director to enter into the 
agreement on its behalf and so was not 
liable under the agreement. 


In the course of his judgment Slade, J., 
said, ‘‘In my judgment I am bound by the 
decision of the Court of Appeal in 1927 in 
Houghton & Co. v. Nothard, Lowe & Wills 
([1927] 1 K.B. 246), to hold that a person 
who, at the time of purporting to make a 
contract with a company registered under 
the Companies Acts, has no knowledge of 
the company’s articles of association, can- 
not rely on those articles as conferring 
ostensible or apparent authority on the 
agent with whom he dealt, and by the same 
authority I am constrained to hold that 
the doctrine of constructive notice of a 
company’s registered documents, such as 
its memorandum of association, its articles 
of association, its special resolutions, ete., 
does not operate against a company, but 
only in its favour. Put in the eonverse way, 
the doctrine of constructive notice operates 
against the person who has failed to 
inquire, but does not operate in his favour. 
There is no positive doctrine of constructive 
notice, it is a purely negative one. I am 
also bound by the same authority to hold 
that a person cannot set up an ostensible 
or apparent authority unless he relied on 
it in making the contract or supposed 
contract’’. 
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His Honour also referred to dictum of 
Atkin, L.J., in Houghton & Co. v. Northard, 
Lowe & Wills, where the latter said, ‘‘If 
you are dealing with a director in a matter 
in which normally a director would have 
power to act for the company, you are 
not obliged to inquire whether or not the 
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formalities required by the articles have 
been complied with before he exercises that 
power. Those are matters of internal 
management which an outsider is not 
obliged to investigate’’. (Rama Corpora- 
tion Ltd. v. Proved Tin & Gen. Investments 
Ltd. [1952] 1 All E.R. 554.) 


COMPANY LAW—POWER DOES NOT EXIST UNDER THE VICTORIAN 
COMPANIES ACT FOR A NO-LIABILITY COMPANY TO RETURN CAPITAL OR 
EXTINGUISH THE LIABILITY IN RESPECT OF UNCALLED CAPITAL 


Pursuant to one of its rules, a no-liability 
mining company, incorporated under Part 
II of the Act, sought by special resolution 
to reduce its capital by paying off paid-up 
share capital in excess of the wants of the 
company, by reducing the nominal amount 
of each of the company’s shares, and by 
extinguishing the liability in respect of 
uncalled capital on issued shares. 

Held (Supreme Court of Victoria, per 
Lowe, A., C.J.) : The rule was inconsistent 
with Part II of the Companies Act 1938 
and ultra vires the company. Accordingly 
the company could not return capital or 
extinguish liability in respect of uncalled 
capital as sought. 

His Honour pointed out that a corpora- 
tion, other than a common law corporation, 
has only such powers as are conferred 
upon it expressly or by necessary implica- 
tion by the terms of its incorporation or by 
statute. Section 450 (1) of the Companies 
Act 1938 provides that ‘‘the majority in 
number and value of the shareholders in 
any company may both before and after 
incorporation make and alter rules for the 
management and purposes of the company 
not inconsistent with this Part’’. The 
power therefore is one which requires that 
the rules made under it must be (1) for 
the management and purposes of the 
company, and (2) that they shall not be 
inconsistent with Part II of the Act. 


Rule 7, giving power to reduce capital, 
may properly be said to be a rule for the 
management and purposes of the company. 
The question whether rule 7 is inconsistent 
with Part II must therefore be determined 


COMPANY LAW: RESTORATION OF NAME OF DEFUNCT COMPANY TO 
REGISTER—EFFECT UPON ACTS DONE BEFORE RESTORATION 


On 10 November 1950 a company was 
struck off the register under the (English) 
Companies Act 1948, s. 353 (5). On 23 


solely by an examination of that Part and 
of anything such as the 18th Schedule 
which is referred to by the Legislature and 
which may throw light on its meaning. 
There is nothing in Part II which in terms 
denies the power taken in rule 7. Therefore, 
if the rule is ultra vires, it must be because 
the necessary intendment of what is ex- 
pressed is to deny any further power in 
regard to that matter. Division 12, com- 
prising secs. 435, 436 and 437, deals with 
the increase of capital and the consolida- 
tion and subdivision of shares, and the 
suggestion is that this is a complete provi- 
sion as to organisation of capital and that 
if the Legislature had intended to authorise 
the return and cancellation of capital it 
would have said so. Sections 440, 450 (5), 
the winding up provisions and s. 409 did 
not conclude the matter against the com- 
pany, but if rule 7 were valid there would 
be no limit to the reduction of capital that 
might be made even to paying off the whole 
of the capital. It seemed unlikely that the 
Legislature would have intended to bestow 
unlimited power on the company to return 
to shareholders substantially the whole of 
its capital without the necessity of giving 
notice to persons affected and without 
requiring the company to act even in 
general meeting. This consideration led 
him finally to conclude that the provisions 
made as to capital by the Legislature in 
Part II of the Act are intended to be 
exhaustive of the power granted and that 
they exclude the implication of further 
power in the company to deal with capital. 
(Tongkah Compound N.L. v. Meagher 
[1952] V.L.R. 41.) 


July 1951 an application was made on be- 
half of the company under the Leasehold 
Property (Temporary Provisions) Act 
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1951, Part II, for the grant of a new 
tenancy of a shop. In the circumstances of 
the case the last day on which such an 
application on behalf of the company could 
have been made was 24 July 1951. On 15 
October 1951, on the company’s applica- 
tion to the Vice-Chancellor of the County 
Palatine of Lancaster, the company’s name 
was restored to the register under 
s. 353 (6) of the Act of 1948, the order, 
following the words of the sub-section, pro- 
viding that, on an office copy of the order 
being delivered to the Registrar, ‘‘the com- 
pany shall be deemed to have continued in 
existence as if its name had not been 
struck off.’’ On 31 October 1951 the com- 
pany’s application under the Act of 1951 
was heard, but the County Court judge 
held that the Vice-Chancellor’s order did 
not have a retroactive effect and that, the 
time for making such an application 
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having expired, the company could not 
ratify the application made on its behalf 
during the period of its dissolution. He, 
therefore, dismissed the application. On 
appeal— 

Held (Court of Appeal, by majority) : 
the effect of the provision in s. 353 (6) that 
the company should be ‘‘deemed to have 
continued in existence as if its name had 
not been struck off’’ was not only that the 
corporate existence of the company was 
preserved, but was also retroactive so that 
at the date of the hearing of the applica- 
tion on 31 October 1951 the company was 
to be regarded as never having been dis- 
solved and it was not open to the landlord 
to object that no application had been 
made on behalf of the company on 23 July 
1951 merely by reason of the company’s 
having been struck off the _ register. 
(Tymans Ltd. v. Craven, [1952] 1 All E.R. 
613.) 


COMPANY LAW: WHETHER PAYMENT OF CASH FOR SHARES 
CONSTITUTES A TRANSFER OF PROPERTY TO THE COMPANY 


‘*T have no hesitation in saying that the 
payment of cash to a company on a sub- 
scription for shares is not a transfer of 
property to the company. No one, lawyer, 
business man, or man in the street, was 
ever heard to use such language to describe 


such an act and I decline to stretch the 
plain meaning of words in an Act of Par- 
liament in order to comply with what is 
said to be its purpose.’’ (per Lord Simonds 
in St. Aubyn (L. M.) & Os. v. A.-G. (No. 
2), [1951] 2 All E.R. 473). 


DEATH DUTIES: GIFTS OF PROPERTY OF WHICH BONA FIDE 

POSSESSION AND ENJOYMENT ASSUMED IMMEDIATELY BY 

DONEE AND THENCEFORWARD RETAINED TO THE ENTIRE 

EXCLUSION OF THE DONOR—TRANSFER OF PROPERTY TO 
A COMPANY 


The House of Lords recently considered 
s. 43 of the (English) Finance Act 1940, 
in which words similar to the above are in- 
corporated. They are also found, for ex- 
ample, in s. 102 (2)(d) of the N.S.W. 
Stamp Duties Act. 

Without going into the very complicated 
facts whereby a company was formed to 
purchase assets held in trust under a 
family settlement, the whole arrangement 
reminding one of The Duke of Plaza—Toro 
Limited, it is interesting to note how their 
Lordships reduced the arguments to simple 
principles. 

Lord Simonds stated: ‘‘In the simplest 
analysis, if A gives to B all his estates in 
Wiltshire except Blackacre, he does not 
except Blackacre out of what he has given: 
he just does not give Blackacre. And if it 


ean be regarded as a ‘benefit’ to him that 
he does not give but keeps Blackacre, it is 
a benefit which is in no relevant sense (to 
use the language of Lord Tomlin) ‘refer- 
able’ or (to use that of Lord Russell) 
‘attributable’ to the gift that he made of 
the rest of the Wiltshire estate. Applying 
this principle to the artificial situation 
created by the statutory hypothesis, I see 
no reason for saying that that which Lord 
St. Levan gave was not retained by the 
donee to the entire exclusion of him and of 
any benefit to him by contract or other- 
wise.’’ 

Lord Radcliffe put the proposition this 
way: ‘‘A man may have an arrangement 
which gives him contractual benefits that 
affect an estate and may subsequently 
make a gift of his interest in that estate. 
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If he does, the donee has possession and 
enjoyment of what is given to the entire 
exclusion of the donor or of any benefit to 
him. That is the Munro Case, [1934] A.C. 
61. Shares may be made the subject of a 
trust for another person, the maker of the 
trust having the right under it to be one 
of the trustees, to retain in his control the 
voting power in respect of the shares and 
to take an ultimate resulting interest, yet 
that benefit does not bring the property 
within the mischief of a similar provision. 
That is the Perpetual Trustee Co. Case, 
[1943] A.C. 425. No more is possession 
and enjoyment of a gift compromised if a 
man vests property in trustees on trust to 
provide out of it certain limited benefits 
for a donee, but subject thereto on trust 
for himself. That is the Cochrane Case, 
[1906] 2 I.R. 200. All these decisions pro- 
ceed on a common principle, namely, that 
it is the possession and enjoyment of the 
actual property given that has to be taken 
account of, and that if that property is, as 
it may be, a limited equitable interest or 
an equitable interest distinct from another 
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such interest which is not given or an in- 
terest in property subject to an interest 
that is retained, it is of no consequence for 
this purpose that the retained interest re- 
mains in the beneficial enjoyment of the 
person who provides the gift.’’ (St. 
Aubyn (L. M.) & Os. v. A.-G. (No. 2), 
[1951] 2 All E.R. 473.) 


More will be heard of this point, for it is 
understood that the case of Oakes v. Comr. 
of Stamp Duties (N.S.W.) (1952), 52 S.R. 
(N.S.W.) 58, is to go to the Privy Coun- 
cil. There a grazier had declared that he 
held certain grazing lands and the rents 
and profits thereof upon trust for himself 
and four named children as tenants in 
common in equal shares. Subsequently the 
property was sold and the proceeds in- 
vested in another holding subject to the 
same trusts. It was held by the High 
Court, by majority, that F. was not en- 
tirely excluded from the benefits which 
accrued in part from the gifts and the 
trust property should therefore be in- 
cluded in F.’s estate under s. 102 (2) (d) 


of the N.S.W. Stamp Duties Act. 


TRUSTS: WHETHER SCRIP DIVIDEND OUT OF A COMPANY’S CAPITAL 
PROFITS SHOULD BE APPORTIONED BETWEEN CAPITAL AND INCOME 


Thomas Tilling Ltd., as we have reported 
several times, sold its road _ transport 
undertaking to the British Transport Com- 
mission and used 3 per cent British Trans- 
port stock, received as consideration, for 
the purpose of making a distribution to 
shareholders out of the capital profit re- 
sulting from the sale. Amongst the share- 
holders were the trustees under the will of 
one Rudd, who had set up a series of trusts 
for life-tenants and remaindermen. These 
trustees received a circular dated 8 Novem- 
ber 1948 notifying them of the proposed 
distribution, but they did nothing, with the 
result that after the dividend was declared 
the price of the company’s £1 stock fell 
from £6 4s. to £1 8s. on the London Stock 
Exchange. Since the scrip dividend was 
held to belong wholly to income (Re 
Sechiari, [1950] 1 All E.R. 417), the bene- 
ficiaries interested in capital were seriously 
aggrieved. They brought the present ac- 
tion contending that the trustees should 


have sold some of the company’s stock 
before the price fell so as to preserve the 
corpus of the trusts, their failure to do so 
constituted a breach of trust, and there 
should be an apportionment of the Trans- 
port stock between capital and income to 
set matters right. 

Held (Upjohn, J., Chancery Division) : 
that the trustees were not bound to realise 
stock in order to make a large profit for 
capital at the expense of income, as they 
must always act impartially between the 
two. No reason had been advanced as to 
why the trustees, being properly advised 
on the law, should have sold stock cum 
dividend, or what proportion they should 
have sold, or why it was wrong to allow 
the law to take its course with the result 
that the windfall distribution belonged to 
income. Therefore, no apportionment 
should be made. (Re Rudd’s Will Trusts; 
Wort & Anor. v. Rudd & Ors., [1952] 
1 All E.R. 254.) 
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STUDENTS’ SECTION 


Edited by 
K. C. KEoOwN, A.1.C.A., A.M.T.C. 


THE PAYING BANKER 


by 


H. Youne, B. com. 


The expression ‘‘Paying Banker’’ is a 
convenient way of describing the banker 
on whom a cheque is drawn and who pays 
the amount of the cheque either to the pre- 
senter, over the counter, or to another 
banker, known as a Collecting Banker, who 
is collecting the proceeds. 

We saw in article No. 1 (March, 1948) 
that when a customer pays money into his 
account with a banker, the money becomes 
the property of the banker to employ it 
how he pleases. If it were otherwise, the 
banker, to be sure of his position, would 
be compelled to place the money in his 
vaults and his source of profit which arises 
from the employment of the funds in his 
hands, would disappear. The relationship 
which is automatically established between 
a banker and his customer when a current 
account is opened, is that of debtor and 
creditor with a super-added obligation im- 
posed on the banker that he will honour 
his customer’s cheques to the extent of his 
customer’s balance provided he is not pre- 
cluded by any legal reason from so doing. 
When a banker is confronted with his 
customer’s cheque, he must be sure that he 
is carrying out his customer’s mandate. 
If the cheque is an open one, and payable 
to order, it may-be presented by a com- 
plete stranger. How is the banker to know 
the person who has endorsed the cheque is 
the payee to whom the customer requires 
payment to be made? If the banker had 
to satisfy himself in this respect, it will be 
appreciated that business would be very 
difficult, if not impossible. That this is 
recognised is evidenced by Section 65 of 
Bills of Exchange Act, which reads: 

When a bill payable to order on demand 

is drawn on a banker, and the banker on 

whom it is drawn pays the bill in good 
faith and in the ordinary course of busi- 
ness, it is not incumbent on the banker 
to show that the endorsement of the 
payee or any subsequent endorsement 


was made by or under the authority of 
the person whose endorsement it purports 
to be, and the banker is deemed to have 
paid the bill in due course, although 
such endorsement has been forged or 
made without authority. 

If, therefore, a cheque is properly en- 
dorsed the paying banker will be protected 
provided that he has complied with the two 
conditions laid down in the section, namely, 
that he has paid the cheque ‘‘in good 
faith’’ and ‘‘in the ordinary course of busi- 
ness’’. The question of good faith should 
not, of course, arise where a banker is 
concerned, but as to the second condition, 
namely, ‘‘ordinary course of business’’, it 
should be noted that if a banker pays a 
cheque after hours he would not be able 
to look to this section for protection be- 
cause not only has he paid the cheque out 
of the ordinary course of business, but he 
has deprived his customer of the right 
which he possesses to stop payment of the 
cheque at the opening of business on the 
following day. In this respect it should 
be noted that in Baines v. National Pro- 
vincial Bank Ltd. (1927), 96 L.J. K.B. 801; 
137 L.T. 631, where a cheque was cashed 
five minutes after the closing hour on a 
market day and payment was counter- 
manded by the drawer next day, it was 
held that a banker is entitled to a reason- 
able margin after the advertised time of 
closing, and the drawer’s action failed. 

When a cheque is presented for payment, 
either over the counter or through another 
banker, the paying banker is required 
either to pay or dishonour it. If every- 
thing is in order he is obliged to pay it or 
stand the consequences of wrongfully re 
fusing to pay. If a banker dishonours 4 
cheque which ought to be paid, he will be 
liable in damages. 

In London Joint Stock Bank Ltd. ¥. 
Macmillan & Arthur, [1918] A.C. 777; 
119 L.T. 387; 34 T.L.R. 509, Lord Shaw 
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said: ‘‘If the cheque does not contain on 
its face any reasonable occasion for sus- 
picion as to the wording and figuring of 
its contents, the banker, under the contract 
of mandate which exists between him and 
his customer, is bound to pay. He dare 
not, without liability at law, fail in this 
obligation, and the consequences to both 
parties of the dishonour of a duly signed 
and ex facie valid cheque are serious and 
obvious. In the second place, if there be 
on the face of the cheque any reasonable 
ground for suspecting that it has been 
tampered with, then that, in the usual 
ease, is met by the marking ‘refer to 
drawer’, and by delay in payment, until 
that reference clears away the doubt. 
Always granted that the doubt was reason- 
able, the refusal to pay is warranted.’’ 


Under Section 65 quoted previously, a 
paying banker is afforded a very satis- 
factory protection against the contingency 
of paying a cheque, drawn on himself, 
bearing a forged endorsement. It should 
be noted, however, that a good title cannot 
be obtained through a forged endorsement, 
and if an innocent person has given value 
for a cheque which bears a forged endorse- 
ment and the cheque has been cashed at 
the bank, he may find himself in the posi- 
tion of having to refund to the rightful 
owner. The statutory protection to which 
we have referred does not extend to the 
signature of the drawer. If the drawer’s 
signature has been forged or the amount of 
the cheque has been fraudulently raised 
the banker’s position is not pleasant. If 
the drawer’s signature has been forged the 
banker has no statutory or other protec- 
tion; but in the second case, he may be in 
a position to recover from his customer the 
amount by which the cheque has been 
fraudulently altered if his customer has, 
by his negligence, contributed to the fraud. 
Just as certain obligations are imposed on 
the banker, in the relationship of banker 
and customer, so on the other hand, the 
customer has certain duties imposed upon 
him. For example, the drawer of a cheque 
is bound to exercise reasonable care in 
drawing a cheque so as to prevent the 
banker from being misled. ‘‘If he draws 
the cheque in a manner which facilitates 
fraud, he is guilty of a breach of duty as 
between himself and the banker and he will 
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be responsible to the banker for any loss 
sustained by the banker as a natural and 
direct consequence of this breach of duty’’ 
(Macmillan’s Case, supra). 

While it is the primary duty of a banker 
to honour his customer’s cheques, the 
banker may be precluded from carrying 
out that duty on the happening of certain 
circumstances. In other’ words, his 
authority to pay cheques and charge the 
payments to the debit of his customer’s 
account will be determined. These circum- 
stances may be conveniently enumerated as 
follows: 

1. Countermand of payment by the 

customer. 

Notice of the customer’s death. 
Notice of the customer’s bankruptcy 
or lunacy. 

Receipt of a garnishee order against 
the drawer, or service of any injunc- 
tion or similar order from the Court 
prohibiting transactions on _ the 
account. 

Notice of an assignment by the 
customer of the credit balance upon 
his account. 

Knowledge of any defect in the title 
of the person presenting the cheque 
for payment. 


With regard to (1), Section 81 of Bills 
of Exchange Act provides that ‘‘the duty 
and authority of a banker to pay a cheque 
drawn on him by his customer are deter- 
mined by (a) countermand of payment, 
(6) notice of the customer’s death.’’ 

The drawer of a cheque is naturally the 
only person who can effectively stop pay- 
ment of a cheque, and the order counter- 
manding payment should be in writing and 
in explicit terms. On receipt of such in- 
structions the banker should make a care- 
ful note of the time of receipt and also 
confirm that the cheque which has been 
stopped is not already paid. If a banker 
pays a cheque after receipt of notice coun- 
termanding payment, he will, of course, be 
liable to refund the amount to his customer. 
The ‘‘stop’’ will remain effective until the 
customer removes it by notice in writing. 

When payment of a cheque is stopped 
the banker generally obtains a ‘‘stop 
notice’’ signed by the drawer, and in some 
eases this notice contains an escape clause 
which states ‘‘that the bank shall not be 
liable in the event of such cheque being 
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inadvertently paid.’’ There seems to be a 
difference of opinion among bankers as to 
the effectiveness of such a clause should 
the ‘‘stopped’’ cheque be paid. It certainly 
seems unnecessary, however, that a banker 
should attempt to place on his customer the 
responsibility for what, in law, would be 
regarded as negligence on the part of the 
banker, especially as the right to stop pay- 
ment of a cheque is a statutory one con- 
ferred upon the drawer by Section 81 of 
Bills of Exchange Act. 

It should be noted that, from the 
drawer’s point of view, it does not neces- 
sarily follow that to countermand payment 
of a cheque is to escape liability on it. If 
the cheque gets into the hands of a ‘‘holder 
in due course’’, who finds that it has been 
‘‘stopped’’, he can recover from the 
drawer, provided the cheque does not con- 
tain the words ‘‘not negotiable’’, and if 
payable to ‘‘order’’ provided the endorse- 
ment is not tainted by forgery. Many 
drawers of cheques overlook this point, and 
before a person gives a duplicate cheque to 
replace one which has been lost he should 
consider his position carefully. 

Sometimes a request to stop payment of 
a cheque is received from a person claim- 
ing to be the payee of the cheque. In such 
circumstances, the person representing him- 
self as the payee should be requested to 
communicate with the drawer of the cheque 
without delay and request him to give the 
necessary notice to the banker. Meanwhile 
the banker should keep a good look-out for 
the cheque and if it is presented, the 
banker should see that proper enquiry is 
made before payment is made, or postpone 
payment, if he is not satisfied, pending his 
being able to make proper enquiry. 

When giving a bank instruction to stop 
payment of a cheque, the drawer must 
provide sufficient details to enable the 
banker to identify the cheque beyond all 
reasonable doubt, and these details must 
be exact. 

In the case of the death of the drawer 
of a cheque, it is the receipt of notice of 
the death of the customer which determines 
the banker’s authority. The property of a 
deceased person passes to his legal repre- 
sentatives on the death itself, but cheques 
paid after the actual death, but before 
receipt of the notice, may be debited to 
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the account of the deceased and are good 
against the legal representatives. 

The following are decided cases dealing 
with the question of the determination of 
a banker’s authority. 

In Curtice v. London City & Midland 
Bank, Ltd., [1908] 1 K.B. 293; 77 LJ. 
K.B. 341; 98 L.T. 190; 24 T.L.R. 176, 
a customer sent a telegram stopping pay- 
ment of a cheque. The telegram which 
reached the bank after hours, was not 
noticed on the following morning when the 
bank letter box was cleared and the cheque 
in question was paid before the telegram 
was discovered. The Appeal Court held 
that there can be no constructive counter- 
mand of payment and that the cheque was 
not in fact stopped, as notification of such 
action did not actually come to the bank’s 
notice. The Court, therefore, found in 
favour of the bank. In this case the Master 
of the Rolls said: ‘‘Countermand is really 
a question of fact. It means much more 
than a change of purpose on the part of 
the customer. It means in addition, the 
notification of that purpose to the bank... 
In my opinion, on the admitted facts of 
this case, the cheque was not counter- 
manded in fact, although it may well be 
that it was due to the negligence of the 
bank that it did not receive notice of the 
customer’s desire to stop the cheque.’’ 

In Reade v. Royal Bank of Ireland, Ltd., 
[1922] 2 I.R. 22, a customer who had two 
accounts sent a telegram: ‘‘Stop my 
cheque 50635 drawn for McEntyre. 
Reade.’’ Unfortunately, a warning note 
was made against one account only, and 
the cheque was paid. The bank wished to 
say that a telegraphic countermand was 
not effective, but failed to convince the 
Court. In the Curtice case mentioned pre- 
viously, the Master of Rolls said: ‘‘A tele- 
gram may reasonably . . . be acted upon by 
the bank, at least to the extent of post- 
poning the honouring of the cheque until 
further inquiry can be made. Confirma- 
tion should be obtained as soon as possible, 
but if, before it is received, the cheque 18 
presented, it should be returned, marked, 
say, ‘Payment Countermanded by tele- 
gram; drawer’s confirmation awaited’.’’ 

Hilton v. Westminster Bank (1927), 
162 L.T.Jo. 450, H.L., which went to the 
House of Lords, is interesting in many 
ways. Hilton was a bookmaker, with 8 
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dormant account with the bank, but on 
July 31, 1924, he drew a cheque No. 117285 
dated August 2nd in favour of one Poate 
for £8 1s. 6d., covering it by a remittance 
of £8 in notes sent by post. He gave no 
address and the bank did not know where 
he lived at the time. Then a ‘‘stop’’ tele- 
gram arrived giving details of the cheque, 
except the date, and with a number 117283. 
The following day Hilton telephoned to 
confirm his telegram, but did not mention 
the cheque’s number. On August 6, cheque 
numbered 117285 came in and was paid 
after a little office discussion in which it 
was decided that this must be a duplicate 
of 117283, which was the cheque the bank 
thought was ‘‘stopped’’. That was not the 
end, however. Hilton now had a balance 
of 3d., and on August 20th a cheque for 
£7 was presented and dishonoured. He 
therefore considered he had two com- 
plaints: one, that a ‘‘stopped’’ cheque had 
been paid; two, that, because of that mis- 
take, a cheque which ought to have been 
paid was dishonoured. The House of 
Lords finally held that the bank was justi- 
fied in its assumption that the cheque it 
paid was a duplicate, and that the cus- 
tomer must suffer from his error. 

In returning a customer’s cheques, it is 
of course necessary that the banker should 
avoid damaging unnecessarily his custo- 
mer’s credit. In some circumstances, the 
least damaging answer would be, ‘‘ Refer 
to drawer’’. These words merely invite the 
presentor of the cheque to inquire of the 
drawer as to the reason for dishonour. 


The return of cheques for technical 
irregularities, which can be put right by 
reference to the drawer without much 
trouble, should be avoided wherever 
possible. The return of such cheques is 
always irritating to a customer, particu- 
larly if he has ample funds and the defect 
in the drawing of the cheque is obviously 
his own fault. There is the instance of one 
customer who gave definite instructions to 
his banker that no cheques were to be 
returned on account of technical irregu- 
larities. Any cheque with a_ technical 
defect was sent round to his office and put 
right. It was essential to the suecess of his 
business, he maintained, that all cheques 
should be paid ‘‘on the nail’’. He was a 
bookmaker ! 
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In considering the paying banker’s duty 
to his customer, reference should be made 
to the payment of crossed cheques. A 
cheque that is crossed either generally or 
specially should only be paid to another 
banker—either through the clearing house 
or by presentation over the counter. 

If a banker pays a crossed cheque to 
anyone but a banker or a cheque crossed 
specially to any banker other than the one 
to whom it is crossed, he will be liable to 
the true owner of the cheque for any re- 
sultant loss. The duties of a banker with 
regard to the payment of crossed cheques 
are set out in Section 85, Bills of Exchange 
Act, which places a definite responsibility 
upon bankers. The protection offered in 
regard to the payment of crossed cheques 
is found in Section 86, and is not confined 
to the banker, but also extends to the 
drawer. This section reads: ‘‘ Where the 
banker, on whom a crossed cheque is 
drawn, in good faith and without negli- 
gence :— 

(a) if it is crossed generally, pays it to 

a banker; and 

(b) if it is crossed specially, pays it to 
the banker to whom it is crossed, or 
his agent for collection, being a 
banker, the banker paying the 
cheque, and if the cheque has come 
into the hands of the payee, the 
drawer, shall respectively be en- 
titled to the same rights and be 
placed in the same position as if pay- 
ment of the cheque had been made 
to the true owner thereof.’’ 

This section constitutes a perfect pro- 
tection for the paying banker, as it places 
him in the same position as if he had paid 
the true owner of the cheque. Not only 
does it benefit the paying banker who is 
protected when he pays (to another 
banker) a crossed cheque bearing a forged 
endorsement, but also the drawer. In other 
words, when a banker, in good faith and 
without negligence, pays a crossed cheque 
to another banker (or if the cheque is 
crossed specially to a particular banker) he 
need not trouble himself about the title of 
the person on whose behalf the other 
banker has presented the cheque, so long as 
he acts bona fide and without negligence. 

Halsbury summarises the effect thus: 
‘‘A banker paying a crossed cheque in 
good faith, without negligence and in 
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accordance with the crossing, is protected, 
and can debit his customer, notwithstand- 
ing any defect of title in the collecting 
banker or the person for whom he is col- 
lecting it.’’ 

For example, A draws a crossed cheque 
in favour of B, to whom he sends it. It is 
stolen from B. The thief forges B’s en- 
dorsement and negotiates it to C, who pays 
it into his own bank. The drawer’s bank 
pays the amount of the cheque to C’s bank. 
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Both the banks, if they observe the pro- 
visions of Sections 86 and 88, respectively, 
and A, will be in the same position as if 
the cheque had been paid to B. But, of 
course, B can claim against C, who had no 
title to the cheque—the transfer to him 
depending upon the forged endorsement. 
Thus, Section 86 is designed to give the 
banker who complies with the requirements 
of a crossing an adequate protection in 
return for his liabilities. 

Next Article: ‘‘The Collecting Banker’’, 
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THE TOUGH-FIBRED WOOL GROWER 


The toughest gentleman in British his- 
tory is surely the wool grower. Neverthe- 
less, there is a tender streak in his make 
up. Although cannibalism has always been 
rife among wool growers there is no re- 
corded instance of a wool grower having 
eaten his own young. 


The wool grower has always been an 
ardent protectionist (of his own industry). 
The following are examples of protection- 
ist legislation that would bring roseate 
blushes to the rump of a rhinoceros. 


In 1571 a protectionist statute was 
passed in England which enjoined that all 
persons of common degree should wear 
English woollen caps on Sundays. The pen- 
alty was a fine of 3s. 4d. for each trans- 
gression. Forty pence was a lot of money 
in 1571, particularly for a person of ‘‘com- 
mon degree.’’ In The Parish Chest W. E. 
Tate records that for twenty or thirty years 
after the passing of the Act, ‘‘one finds 
entries in Churchwarden’s accounts of 
payments ‘for default of wearing of 
cappes, etc.’ ”’ 


The classical instance of protectionist 
legislation is, however, the Burial in 
Woollens Act, which was passed by the 


English Parliament in 1678, and was not 
repealed until 1814. This Act provided 
that no person should be buried except in 
woollens. The penalty for breach of the 
law was a fine of £5. This is where the 
tender streak of the wool grower comes in. 
The Act provided that the fine of £5 was 
to be divided equally between the poor and 
the informer. Thus, the wool grower could 
demonstrate that although, incidentally, 
his Act helped to jack up the sales of wool, 
the real motives were (a) to make the de- 
parted warm and comfortable whilst await- 
ing Judgment Day, and (b) to provide a 
fund for the parish poor to be sustained by 
the relatives of folk who were allergic to 
wool. 

Alas, once you impose a tax you create 
a tax-dodger. If Mary was allergic to wool 
and had to be buried in silk or linen, & 
relative would act as informer, beating the 
village pimps to the post, with the result 
that the family had only to pay a net fine 
of £2 10s. Even so, £2 10s. was an im 
possible sum except for the relatively rich. 
Thus, the vast majority of English folk 
obeyed the law which produced countless 
itching corpses and gave rise to the saying: 
‘*It would make a man turn in his grave.” 








